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“Business purpose” is emerging as dominant 


factor in taxation of corporate changes 


by FRANK W. 


HAMMETT and RICHARD L. GREENE 


How can you evaluate the Commissioner's or a court’s insistence on business pur- 


pose as an over-riding requirement in deciding 


taxability of a corporate transaction? 


This article analyzes some recent cases where the issue was closely drawn, and relates 


them to the requirements of the 1954 Code which affect the point at issue. The best 


answer, usually, 


is blowing on a particular question. 


| YOR SOME TIME now we find it has be- 
come increasingly clear that technical 
compliance with Internal Revenue Code 


provisions relating to corporate trans- 


actions will not suffice to insulate a 


client from adverse tax consequences. 
Our comments here are prompted by re- 
peated experiences in our own tax prac- 
tice where the “business purpose” test 
emerged as a major problem. 

Since 1935, when the Supreme Court’s 
case fell from 
the lips of Justice Sutherland and into 


the 


decision in the Gregory! 


corporate reorganization arena. it 
has never been prudent to advise a re- 
organization without turning an ear to 
the echoes of his words and an eye to 
the decisions which followed. Subchap- 
ter C 


field for the Commissioner to assert the 


will remain as the favored battle- 


it is 
appropriate to first take a bird’s-eye view 
of a 


“business, purpose” doctrine. Thus, 


few actual recent cases where the 
doctrine has predominated over other 
considerations. 


Case I — A corporate organization 


One 
corporate 


interesting recent case was a 


This case in- 
company which 


owned substantial amounts of securities 


organization. 


volved an operating 


is the tax man’s own experienced judgment as to how the wind 


and investments as well as some real es- 
The 
have those assets held by a separate cor- 
Initially, 
templated by a transfer of those assets 


tate. stockholders’ desire was to 


poration. a spin-off was con- 
to a new company to be followed by a 
distribution of its stock to the original 
Because it was clear that 
holding of the transferred assets 
come within the 
provisions of the Regulations as to an 


“active business,’? the spin-off approach 


shareholders. 
the 
however, 


would not, 


was soon discarded. 

The problem was solved by the crea- 
tion of a wholly-owned sub to which the 
operating transferred, the 
stock of the sub being retained by the 
parent. This was accomplished by a tax- 
free under Section 351, 
which is basically similar to the old Sec- 
tion 112(b)(5). Under this corporate or- 
ganization 


assets were 


organization 


section, the “business pur- 


pose” requirement of a reorganization 
is absent. there is no need 
normally of a ruling from Internal Rev- 


enue approving the 


Moreover, 
tax-free organiza- 
tion. 

It must be stressed that in this simple 


type of organization by one corporation 
of an operating sub by the process of 
transferring part of its assets to the new 


company, the stock of the new sub is re- 
tained not distributed to the 
shareholders of the parent. If that stock 
were so distributed, the delightful prob- 
lems of a spin-off might be created, and 
among these would be the business pur- 
pose requirement. 


and is 


While a good business purpose seems 
unnecessary merely to form a new com- 
pany under Section 351, it is extremely 
vital under other Code provisions. Since 
in this situation a new corporate entity 
was created, the advantages of the $25,- 
000 surtax exemption plus the $60,000 
accumulated earnings credit 
The former provides an 
nual tax saving of $5,500 per year and 
the latter is valuable wherever Section 
531 (like the old Section 102 surtax) is 
a potential threat. These tax advantages 
however, 


became 


available. an- 


are not assured, unless there 

a good business purpose for the or- 
ganization sufficient to satisfy the strict 
1551 of the 
provides in part that the transferee cor- 
poration shall not be allowed the $25,- 
000 exemption or the $60,000 accumu- 


lated earnings credit unless it establishes 


rule of Section Code. This 


by the clear preponderance of the evi- 
dence that the securing of such exemp- 
tion or credit was not a major purpose 
of the transfer. 

We also considered the possible threat, 
in Case Number I, of Section 269, which 
like the 129 of the 1939 
Code, Commissioner with the 
power 


old Section 
arms the 
to distribute or allocate deduc- 
tions, credits, allowances, etc. in corpo- 
rate acquisitions where the principal 
purpose was the avoidance of Federal 
income tax. 

careful 
hard 


Now on investigation, we 


found the facts to be in Case I 
that the separation of the operating 
business from the non-operating assets 
was extremely desirable, if not compel- 
ling, because rates could be much more 
successfully and there were 
other sound business advantages obtain- 


negotiated, 


able through the separation. 

The third statute which we note with 
a business purpose requirement, which 
may apply in some cases to a corporate 
organization, is Section 357. Here we 
have a harsh provision of the 1954 Code, 
which will tend to discourage the trans- 
fer of property in corporate organiza- 
tions and reorganizations wherever the 
new company takes the property subject 
to a liability or assumes the liability of 
The statute 
places a very heavy burden on a tax- 
payer to show by a clear preponderance 


the transferring company. 
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of the evidence that the purpose was not 
to avoid income taxes and was a bona 
fide business purpose. If the taxpayer 
fails in this double burden, the amount 
of liabilities assumed may be taxable as 
cash received by the transferor corpora- 
tion. This could be a horrendous bur- 
den to take on. The Regulations on this 
section are extremely restrictive? and we 
concluded the simplest and safest solu- 
tion, where feasible, is to avoid trans- 
ferring assets subject to a liability. 


Case II — Type “A” holding company 

merger 

\ second recent case presented an in- 
teresting problem of a desired statutory 
merger of a holding company into its 
operating sub. In this case the holding 
company held over 80% of the operat- 
asked 


Statutory merger 


ing company’s stock. We were 


whether a type “A” 


could be safely accomplished. It ap- 
peared originally that there was primar- 
ily a stockholder purpose for this trans- 
action rather than a corporate one as 
well as a natural desire to save Federal 
income taxes on inter-corporate divi- 
dends 

In deciding whether a ruling should 
be requested or not, our research was 
directed toward determining whether 
the courts had required a business pur- 
pose in statutory mergers. Since a reor- 
ganization had been proposed, we as- 
sumed at the outset that a business pur- 
pose was essential. But it has been sug- 
gested by others that a type “A” merger 
of a holding company into its own sub 
may differ in this respect. 

Che Regulations under 368 continue 
to make it clear, however, that an ade- 
quate business purpose will be required 
by the Commissioner in any type of re- 
organization.4 


Interestingly enough, 


however, we found decisions which do 
not expressly require a business purpose, 
although tucked away in the findings, or 
maybe in a footnote, we detected suffi- 
cient facts as constituting good business 
purposes. Thus, in the noteworthy Gil- 
more case,5 there is involved exactly our 
problem of a merger of a holding com- 
pany and an operating sub. This case has 
been cited for the proposition that no 
business purpose is required in a statu- 
tory merger. The opinion, however, con- 
tains a footnote listing the following 
which appear to us to be adequate busi- 
ness purposes: First, elimination of cor- 
porate expenses other than taxes; next, 
the enlargement of the corporate pow- 
ers of the operating company accom- 
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plished by the merger; and finally, the 
cessation of the original purpose for the 
existence of the holding company. 

Recently the Commissioner has en- 
tered a non-acquiescence in the decision 
in H. Grady Manning Trusts® which also 
involved a type “A” merger of a-holding 
company and a sub. The Commissioner 
complained that there was no legitimate 
purpose for the merger, but the court 
was able readily to find and announce 
several business purposes: First, the 
elimination of unpaid accumulated divi- 
dends on the merged company’s pre- 
ferred stock; second, the establishment 
of the merged corporation with current 
assets in excess of current liabilities; and 
finally, the partial elimination of inter- 
company obligations. 

In view of these cases and a number 
of other decisions involving statutory 
mergers, and in light of the stockholder 
purpose and the desire to eliminate the 
inter-corporate dividend tax, it soon 
became apparent to us that some alter- 
native avenue must be found. We con- 
cluded that the best solution was a non- 
taxable liquidation of the operating sub 
into the parent holding company under 
Section 332 of the Code, thereby elimi- 
nating the business purpose problem. 


Case III — A spin-off distribution 


Another recent exposure to the con- 
stantly-recurring problem of a business 
purpose occurred in a proposed spin-off 
distribution. A Wisconsin corporation 
had a wholly-owned subsidiary, organ- 
ized and operating in another state. The 
sub distributed annually almost all of 
its net profits of about $100,000 to the 
Wisconsin parent. The Federal and Wis- 
consin income taxes on the inter-corpo- 
rate dividends were substantially in ex- 
cess of the $5,500 saved from the $25,000 
surtax exemption, and there seemed to 
be no adequate business reasons for con- 
tinuing the subsidiary form. 

To eliminate the inter-corporate divi- 
dend tax, a spin-off of the sub’s stock to 
the parent’s shareholders was first con- 
sidered. The 1954 Code in Section 355 
now permits a direct spin-off of the 
stock without going through the motions 
of a reorganization, as was necessary un- 
der the 1939 Code. Since a reorganiza- 
tion is no longer required to accomplish 
a spin-off, our initial and perhaps naive 
hope was that this time we need not con- 
cern ourselves with a business purpose. 
Some tax-men have felt that in view of 
the rigid “active business” rules of Sec- 
tion 355, plus the restrictions against 


subsequent disposition of the spun-off 
stock, there should be no need for the 
business purpose requirement in the 
new direct spin-off procedure. The Regu- 
lations,? however, put the matter beyond 
doubt at least so far as the Commis- 
sioner’s position is concerned. In short, 
even though a spin-off no longer fol- 
lows the reorganization technique, it 
does incorporate the same general lan- 
guage on business purpose we find re- 
peatedly intertwined in the reorganiza- 
tion Regulations of 368. 

We then explored the spin-off or split- 
up decisions on what might constitute a 
sufficient business purpose.’ We found 
that they’re fairly liberal in sustaining 
the taxpayer. We noted, for example, 
the Spangler case® which involved the 
elimination of California taxes on Tex- 
as income as one of the business pur- 
poses for the transaction. We wonder, 
however, as to the effect if at the same 
time the spin-off also eliminated the 
federal income tax on _ inter-corporate 
dividends. I suppose the Treasury would 
not yet be ready to admit that this is a 
good business purpose! 

The liberality of the Tax Court and 
the Seventh Circuit in supporting a 
business purpose for a split-off are dem- 
onstrated by decisions in this very area. 
In the Williams case!® the company, 
which was in the beauty preparation 
business, had to buy a building but it 
did not have the corporate authority to 
operate it. Also, complaining tenants 
interfered with the business operations, 
said the court. And in the Riddlesbarger 
casell the Court of Appeals was im- 
pressed with the business need of split- 
ting off ranch properties which sustained 
continuing losses, where the properties 
were no longer germane to the pharma- 
ceutical business. 

We concluded in our own case that 
although business reasons did exist, they 
might not be sufficient to satisfy the 
jaundiced eye of a revenue agent or, 
mayhaps, the reviewer on a ruling appli- 
cation, and hence we did not recom- 
mend the proposed spin-off. 

There is another factor to be consid- 
1 Gregory v. Helvering, 293 U.S. 465, 55 Sup. Ct. 
266. 

2 Reg. § 1.355-1(c). 

8 Reg. § 1.357-1. 

* Reg. § 1.368-1(b), (c). 

5 Comm. v. Gilmore’s Estate, 130 F.2d 791 (1942). 
® H. Grady Manning Trust, 15 TC 930 (NA 1951- 
2 CB 5). 

7 Reg. § 1.355-2(c). 

8 Alcorn Wholesale Co., 16 TC 75 (1951); Spang- 
ler v. Comm., 18 TC 976 (1952); Thomas L. 
Williams v. Comm., 12 TCM 186 (1953); Riddles- 
barger v. Comm., 200 F.2d 165 (1952); Rena F. 
Farr v. Comm., 24 TC No. 38. 

* Supra, see note &. 


10 Supra, see note 8. 
1! Supra, see note &. 
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ered in every spin-off distribution, and 
that turns on the troublesome provision 
in Section 355 that the transaction must 
not be a device for the distribution of 
the earnings and profits of either the 
distributing 


corporation or the con- 


trolled corporation. This, of course, 
represents the codification of the Bazley 
case!2 and the bail-out doctrine litigated 
in the Chamberlin decision.13 Now this 
problem is aptly covered by the 1954 
amendment to the spin-off statute, Sec- 
tion 355, but the Commissioner, as anti- 
cipated, has taken a very dim view and 
by a little administrative legislation has 
already restricted the liberalizing effect 
of Section 355 on this point.14 Thus, he 
seems to claim that a subsequent sale is 
evidence that it was planned at the time 
of the distribution. 

The alternative to a spin-off and the 
logical elimination of the spin-off prob- 
lems in Case III was a Section 332 liqui- 
dation of the sub into the parent corpo- 
ration. While such a liquidation results 
in the loss of the $5,500 corporate sur- 
tax savings, which would have remained 
intact in a spin-off transaction, neverthe- 
less inter-corporate dividends are elim- 
inated and the final objective was ac- 


complished. 


STATUTORY AREAS OF BUSINESS 
PURPOSE 
We will 


some of the statutory provisions relating 


turn now lor a moment to 
to business purpose. The taxpayer may 
be confronted with the business purpose 
doctrine in a number of situations with 
the Commissioner leading the attack un- 
der one or more statutes. Here is a brief 


check-list which may be useful. 


Reorganizations particularly vulnerable 


\s indicated in the examples above, 
Sub- 
are particularly fertile fields 


the reorganization provisions of 
chapter C 
for the Commissioner. As a rule of 
thumb, it may be said that no Subchap- 
ter C transaction should ever be entered 
into without first determining whether 
the particular statute that applies em- 
braces a business purpose requirement. 
If it does, a study of the pertinent decis- 
ions is highly recommended to get the 
feel of what the courts have considered 
an adequate business purpose. 

It is interesting to observe that if the 
shoe is on the other foot and the tax- 
payer does not want a reorganization so 
that he may recognize a loss or secure a 
stepped-up basis, he may be saddled with 


a reorganization without the existence 
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of adequate business purpose. For ex- 
ample, in the Survaunt case the Tax 
Court had found a liquidation of a 
prime corporation followed by the crea- 
tion of a new corporation (to receive 
part of the assets) was accomplished for 
the personal purposes of the stockhold- 
ers. The Circuit Court of Appeals held 
that when the steps were considered as 
a whole, a reorganization was accom- 
plished. The Commissioner occasionally 
will use this approach where a liquida- 
tion is followed by a reincorporation of 
part of the assets, since he can then 
apply the boot provisions of Section 356 
to tax as a dividend the assets retained 
by the shareholders in the liquidation. 


Redistribution of income, expense 


Section 482, which is the old Section 
15, is another statutory weapon of the 
Commissioner to be taken into account. 
Here the absence of good business rea- 
sons and the arm’s length dealings are 
the very foundation of the section which 
gives the Commissioner the power to dis- 
tribute, apportion or allocate gross in- 
come, deductions, credits etc. between 
various related organizations and_ busi- 
nesses controlled by the same interests. 
In practice, the statute may be used 
sparingly by the Commissioner, but we 
ourselves occasionally 


should remind 


that transactions between controlled 


persons or companies are subject to 
special scrutiny under Section 482. 

The old Section 45 was used a good 
deal more often by the Commissioner, 
and much more successfully, than the 
old Section 129. Sales and transfers of 
assets between affiliated companies may 
the 
attempting to allocate income and de- 


sometimes result in Commissioner 
ductions under 482. Obviously, for in- 
stance, you cannot buy a building from 
an affiliate at a price far above the mar- 
ket and then sell it at a loss. Nor can 
you sell securities to a foreign affiliate 
at a cost far below the market and ex- 
pect to turn around and have the affili- 
ated company successfully sell the se- 
curities at higher prices outside the 
United States without incurring a tax. 

Frequently we ran into the old Sec- 
tion 45 where the Commissioner com- 
plained a parent or a sub or a controlled 
afhliate had paid excessive rentals or, 
perhaps, insufficient interest to the other 
company on loans. Occasionally it was 
claimed that an officer’s salary or other 
expenses should be allocated between 
two related companies. Of course, Sec- 
tion 45 adjustments are made by a rev- 





enue agent only to produce tax revenue 
— that’s his business — and when both 
companies are paying the same tax rates, 
such adjustments are not usually produc- 
tive. In any event, Section 482 can nor- 
mally be eliminated if the related o1 
controlled companies use an  arm’s 
length approach for their transactions 
and are fortified with an adequate busi- 
ness purpose. 


Who’s winning on loss carry-overs? 


In Section 269 we have one of the 


meanest but seldom used weapons of the 


Commissioner to attack corporate tax 
schemes and transactions lacking in 
business purpose. Until recently the 
Commissioner had been unusually un- 


successful in the litigated cases in at- 
tempting to apply the old Section 129, 
probably and mainly because the Tax 
Court had been most liberal in approv- 
ing the business purpose which had been 
claimed by the taxpayer. In the recent 
case of American Pipe & Steel Corp.,\ 
however, the court was not persuaded 
as to the business reasons urged by the 
petitioner. This case involved the very 
situation that 129 was enacted to cor- 
rect, and that is the acquisition of a 
corporation with large losses in order 
to secure the tax benefit of those losses. 

Although Section 269 was designed to 
discourage dealing in loss corporations, 
the statute is extremely broad in scope 
and goes far beyond that initial pur- 
pose. The practical application of this 
club of the Commissioner may be illus- 
trated by the examples in his own regu- 
129. The 
first one relates to the typical situation 


lations under the old Section 


of G corporation having large profits 
acquiring control of L corporation hav- 
ing current or prospective net operating 
losses or other deductions, and this ac- 
quisition is followed by such a transfer 
or other action necessary to bring the 


deduction “in conjunction with” the 
income. 

Intriguing questions may arise as to 
the method of bringing the loss deduc 
tion “in conjunction with” the income. 
What happens to Section 269 if corpora- 
tion X transfers income producing prop- 
erty to loss corporation Y in order for 
Y to use the operating loss? We find 
some dictum in the Alprosa Watch Corp. 
case1? which indicates that Section 129 
would not apply once the deduction is 
retained by corporation Y and not made 
available to acquiring corporation X. 
There is little doubt, however, that In- 
ternal Revenue would assert Section 269 
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in the absence of a very convincing 
business purpose. 

\nother amusing variation of the 
problem could arise this way: Suppose 
L, the loss corporation, having plenty of 
cash, acquires all the stock of G corpora- 
tion in order to secure the income pro- 
then G 


this income to L corporation in the 


ducing assets, and distributes 
form of dividends. L now has income 
to offset its losses and, incidentally, has 
a very valuable dividend received credit. 
Superficially, Section 269 would seem to 
apply and to kill this type of transac- 
tion, but not so according to the court 
in Commodore’s Point Terminal Corp.18 
The court there reasoned that the de- 
ductions were already available to L 
corporation and never available to G 
corporation. Since the deductions did 
not stem from the acquisition of control 
of G, 129 did not apply, said the court. 

Commissioner’s Example 2 in the ap- 
plicable Regulations presents a corpora- 
tion with large profits which transfers 


assets of each of 


its departments or 
divisions to newly organized subsidiary 
corporations in order to secure addi- 
tional corporate surtax exemptions. 
While there may be some doubt under 
the dictum of the Alprosa case whether 
Section 269 applies, it is perfectly plain 
that the Commissioner would wield his 
club and might very well be suceessful 
unless a good business purpose were 
shown for the reorganization of the new 
subsidiary corporation. 

His Example 3 involves a corporation 
which transfers high earnings assets to 
a newly formed subsidiary, thereby re- 
taining assets likely to produce losses or 
to be sold at a loss in order to secure a 
net operating loss carryback. Here the 
Commodore's case might be relied upon 
again to defeat Section 269, but litiga- 
tion could be avoided probably only by 
proving a sufhcient business purpose as 
the major reason for the transaction. 


Finally, Commissioner’s Example 4 is 


clearly correct. In this one, corporation 


X acquires from corporation Y property 
having a substituted basis of say $100,- 
000, but having a fair market value of 
$10,000. The 


quisition is, rather plainly, to utilize the 


only reason for the ac- 


property to create tax-reducing losses. 
Obviously this transaction is within the 
orbit of Section 269. 

Normally Section 269 will not be as- 
serted except in the most flagrant cases. 
It was not designed to be applied in 
every case of a corporate acquisition or 
a split-up where there are incidental tax 


benefits. If a sound and sufficient busi- 
ness purpose can be demonstrated, you 
should not run afoul of Section 269. If, 
however, there is likely to be a debate 
as to whether the tax motive or the busi- 
ness purpose is the major one, then it 
is probably desirable to follow the pat- 
tern of the Commodore’s case, and ar- 
range for the company having the loss 
or the deduction or other allowance to 
be the acquiring and the surviving cor- 
poration. This gives the corporate tax- 
payer two strings to his bow, an alterna- 
tive theory, so to speak, which may be 
successful in the event of litigation. 


Specific provisions in law effective 

Section 382 is a more effective limita- 
tion on acquisition of loss corporations. 
Congress evidently was very unhappy 
with the judicial administration of the 
old Section 129. In 1954, it added the 
disproportionate presumption test to 
Section 269, but to us it seems to be 
practically meaningless. To further pre- 
vent the “trafficking” in loss companies 
it set up new a much more effective rule 
in 382. Here we find business purpose is 
not the test. If the statutory conditions 
are not satisfied, the loss carryovers are 
automatically eliminated or automati- 
cally reduced. Section 382 covers both 
acquisitions by merger or other non- 
taxable transfers as well as acquisition 
by purchase; in other words, the taxable 
and the non-taxable acquisitions. In the 
case of the tax-free reorganizations, in 
order to retain the loss carryforward to 
the acquiring corporation, the  stock- 
holders of the loss corporation must end 
up owning at least 20% of the value of 
the stock of the acquiring company. If 
the shareholders own less than 20%, the 
carryover is correspondingly reduced. 
So also, where new stockholders pur- 
chase in a taxable transaction a_ loss 
company, and where the company has 
not continued to carry on substantially 
the same business, then the loss carry- 
over is denied completely. 

By now it is rather plain that the new 
Section 382 will be more effective than 
Section 269 in cutting down the market 
for loss companies. We also note in 
leaving 382 that it will not prevent a 


loss corporation from purchasing a 
profitable company and continuing to 


operate it as a sub. This seems to be so 
since there has been no-change of own- 
ership in the loss corporation, which is 
the one that survives. 

One 
observe with care in this matter of busi- 


further statute that we should 
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ness purpose is Section 1551. We made 
some reference to this earlier in Case I. 
It is worthy of note that the Commis- 
sioner has very recently won the Coastal 
Oil Storage case!® which was the very 
first decision to arise under this new 
statute. This one is of particular inter- 
est in that some convincing business 
purposes were present for the formation 
of the new corporation. The Commis- 
sioner had asserted both Sections 15(c) 
and 129 in an effort to disallow the 
$25,000 surtax exemption, and also the 
$25,000 excess-profits credit. Coastal 
Terminals, Inc. had transferred some 
oil storage tanks to the taxpayer in ex- 
change for all of the stock and a note. 
The taxpayer had been formed to re- 
ceive the tanks. 

The business reason for the organiza- 
tion of the taxpayer and the transfer of 
the oil tanks was to separate the rene- 
gotiable business of Coastal Terminals 
from its commercial business. The evi- 
dence indicated that this arrangement 
had some very successful business results, 
and we find that the Tax Court readily 
accepted the evidence of the business 
purposes, but noted that there was no 
that the 
reasons were the only reasons for the 


testimony whateve1 business 
transfer, nor was there any testimony, 
evidently, as to what extent the tax 
benefits to be derived had influenced 
the decision to create the 
The 
fact that there was no showing that the 


new com- 


pany. court also referred to the 


parent corporation could not have han- 


dled its renegotiation problems just 


about as effectively by keeping separate 
books and records. In view of this sit- 
uation, the court held that the taxpayer 
had failed to establish, by a clear pre- 
ponderance of the evidence, that the 
securing of the exemption or the credit, 
or both, was not a major purpose of the 


transfer. It seems to us that it would 


have taken very little more for the tax- 
payer to have won this case. 

In this connection, we are bound to 
note as to Section 1551 the extremely 
stringent rule on business purposes ap- 
pearing in the Regulations.2° Under the 


Commissioner's approach, mark you, 


12 Bazley v. Comm., 331 U.S. 737, 67 Sup. Ct. 
1489. 

183Comm. v. Chamberlin, 207 F.2d 462 
cert. den. 347 U.S. 918, 74 Sup. Ct. 516 
14 Reg. § 1.355-2(b). 

15 Survaunt v. Comm., 162 F.2d 753 (1947). 

1 American Pipe & Steel Corporation v. Comm., 
25 TC No. 45 (Nov. 30, 1955). 

17 Alprosa Watch Corp., 11 TC 240 (1948). 

18 Commodore’s Point Terminal Corp. v. Comm., 
11 TC 411 (1948). 

19 Coastal Oil Store Company v. Comm., 25 TC 
No. 156 (March 29, 1956). 

20 Reg. § 1.1551-1(e). 


(1953); 
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there may be a completely valid busi- 
ness purpose qualifying the transaction 
as a reorganization within the meaning 
of Section 368, and yet the securing of 
the surtax exemption may constitute a 
“major purpose” of the transfer within 
Section 1551. Literally applied, the pro- 
visions of this regulation constitute a 


very serious threat to the formation of 
corporate subsidiaries. 

It is plain then that the teeth of Sec- 
tion 1551 are sharper than those of Sec- 
tion 269. This is so because of the use 
of the clever phrase “not a major pur- 
pose,” instead of the more modest phrase 
of 269 


Where subs are formed and multiple 


“not the principal purpose.” 


exemptions secured, it may be a battle 
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to save them. One out is to transfer cash 
only and not property — this keeps Sec- 
tion 1551 out of the picture. The other 
way seems to require the technique of 
the three monkeys who were concerned 
with another kind of evil — speak no 
exemption, hear no exemption, and see 
no exemption! And, always, of course, 
think, speak, and write solely about your 
business purpose! , 
[Mr. Hammett is a Milwaukee tax at- 
torney associated with the firm of Whyte, 
Hirschboeck & Minahan, a member of 
Bar the 
Taxation Section of the Wisconsin Bay 


Milwaukee Association and 
{ssociation. Mr. Greene is co-editor of 
this The 


Taxation.] 


department of Journal of 


New corporate Revenue Rulings of the month 


stretch statutory basis 


H™ ARE a few comments on the cur- 
rent batch of new Revenue Rulings 
affecting corporate Subchapter C trans- 
actions. This is the second in this new 
monthly series. 


Loss carryover lost in split 


A disturbing question to many tax 


men has been put to rest or at least 
Rev. Rul. 56-373 ({sum- 
marized below] IRB 1956-32, 35, Aug. 
6, 1956). Any 


carryover of a predecessor is allowable 


crystallized by 


doubt as to whether the 


to either or both of the successor cor- 
porations arising from a splitup has 
been resolved in favor of Internal Rev- 
enue. 

The carryover Section 381 is captioned 
“Carryovers in Certain Corporate <Ac- 
quisitions.” This clue as to the limited 
application of the statute is carried in 
Section 381(a)(2), which specifies a con- 
dition to the allowance of the carryover 
where there has been a reorganization. 
That condition is that the requirements 
of Sections 354(b)(1)(A) and (B) be met. 
Section 354(b)(1)(A) requires that “the 
corporation to which the assets are trans- 
ferred acquired substantially all the as- 
sets of the transferor of such assets.” 
[Emphasis supplied.] Thus, the question 
of statutory intent arose as to whether 
that requirement is met in cases of two 
or more corporations acquiring substan- 
tially all the assets by means of a splitup. 

Treasury had already construed this 
particular condition in its Regulations 


under Subchapter C (Section 1.354-1(a)) 


in several cases 


to mean a transfer to “a single corpora- 
tion,” which precludes a splitup from 
the operation of Section 354. But with- 
out referring to its own Regulations un- 
354, IRS 


language in 


found sufficient 
the 


Finance Committee Report that Section 


der Section 


comfort in Senate 
381 of the 1954 Code does not apply to 
splitups, spinoffs, or other divisive re- 
organizations. 

The Committee Report also directs us 
to the question of whether or not a 
carryover should be “based upon eco- 
nomic realities rather than upon such 
artificialities as the legal form of the 
reorganization.” We are not clear that 
the denial of a carryover and apparently 
its permanent loss merely because the 
parties used the legal form of a splitup 
the announced Con- 


do not defeat 


gressional purpose to base carryovers 


upon “economic realities rather than 
upon such artificialities as the legal form 
of the reorganization.” In any event, 
Rev. Rul. 


test of time and perhaps court review, 


until 56-373 has stood the 
it behooves tax planners to beware of 
splitups where an operating loss carry- 
over is a major factor. 


A short visit to Section 337 
The Service has recently made two 
short but important visits to Section 337. 
In Rev. Rul. 56-387 ([summarized_ be- 
low] IRB 1956-33, 7, Aug. 13, 1956), it 
337 


ruled that Section does 
liquidation where the 


not cover 
an _ insolvency 


shareholders receive nothing. So also, 





Section 337 does not cover the receipt 


of fire insurance proceeds from the 
complete destruction of a building ac- 
cording to Rev. Rul. 56-372 ({summar- 


ized below] IRB 1956-32, Aug. 6, 1956). 
No relief in involuntary conversion 
We cannot quarrel with Rev. Rul. 56- 


the 
seems rather clear that an involuntary 


372 or authorities cited, since it 


conversion from a destruction by fire is 
not a sale or exchange. In the case ruled 
on, the fire occurred after the plan of 
complete liquidation, with the loss cov- 
ered by insurance. The Service had 
previously ruled (Rev. Rul. 55-517, IRB 
1955-33, 10, Aug. 15, 1955) that where 
the property is previously involuntarily 
converted (here from flood and hurri- 
cane) and the corporation later adopts 
a plan of complete liquidation under 
Section 337 before the replacement is 
completed, it may still be entitled to 
nonrecognition of gain under Section 
1033(a)(3)(A) if it 
placement within the prescribed period 


completes the re- 


and before completion of the corporate 


liquidation. 
In the prior ruling (Rev. Rul. 55-517), 
the relief was obtained under the in- 


voluntary conversion provisions, not un- 
der Section 337. Perhaps the only way 
where the fire or 


out ‘of the dilemma 


flood, etc. occurs after the adoption of 
the plan is to use the proceeds to re- 
place the property and then continue 
the complete liquidation. We think a 
ruling would be indicated in that situa- 


tion. 


No relief to insolvency liquidations 

The Service made a quicker trip to 
Section 337 in the case of an involun- 
tary liquidation under Section 77B of 
the Bankruptcy Act. With no extended 
discussion, the IRS declares in Rev. Rul. 
56-387, supra, that Section 337 does not 
apply to the gain on the proposed sale 
since all the assets will be distributed to 
creditors and none to the shareholders. 
This conclusion is pegged on the asser- 
tion that Section 337 was intended by 
Congress to eliminate the double tax on 
gains realized from sale of corporate 
assets during the period of liquidation, 
and where the stockholders receive noth- 
ing there is no double tax. This leaves 
the corporation holding the corporate 
tax bag. 

We have searched the statutory lan- 
guage, the Committee Reports and even 
the Commissioner's 


own Regulations, 


and we are unable to find any support 
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for this construction. Some may con- 
sider this one administrative legislation. 
By its terms, the statute covers all tax- 
payers except those expressly excluded 
by Section 337(c), which does not refer 
to a taxpayer in bankruptcy. Moreover, 
it covers all property except that speci- 
fied in Section 337(b) which does not 
refer to property of a bankrupt. Hence, 
the re seems to be no occasion for con- 
struction of a statute that is clear on 
its lace. 

Even if construction were permissible, 
which would then require examination 
of the Committee Reports to ascertain 
the Congressional intent, we think that 
the intent of Congress was only to 
eliminate the uncertainties and ques- 
tions arising from the form in which 
the sales transaction occurred. Thus, 
Congress intended to eliminate the con- 
fusion about whether the corporation or 
the shareholders had made the sale 
under Court Holding Company and the 
Cumberland decisions. See Senate Fi- 

ince Committee Report, pp. 48 and 
258, and House Ways and Means Com- 
mittee Report, pp. 38-39 and A106. 





Debt-to-capital ratio of 600 to 1 too thin. 
faxpayer-corporation was organized by 
five individuals to acquire title to and 
operate rental property. Of the $150,000 
required over and above the mortgages 
to purchase the properties, $3,000 was 
received for stock and $147,000 as ad- 
vances from the stockholders in amounts 
proportionate to their equities. Addi- 
tional sums were later advanced in like 
proportions as working capital. No 
written notes were issued to evidence the 
advances and no fixed date of repayment 
was specified. The court notes that the 
ratio of debt to capital was 600 to 1, and 
refuses to permit a deduction for the 
amounts accrued as interest on these 
purported loans. 241 Corp., TCM 


1956-174. 


Corporate withdrawals taxed as divi- 
dends. Taxpayer transferred all the 
assets of his sole proprietorship to a 
corporation in return for all the out- 
standing stock plus a note for $38,000. 
Withdrawals of $36,000 by 


from the corporation are held to be tax- 


taxpayer 


able dividends rather than “repay- 


ments” of an indebtedness. The court 


Perhaps the ruling will have limited 
application. Meanwhile, it will serve 
to bring back confusion into an area 
that Congress had hoped to simplify and 
clarify. 


A successful spin-off!! 

In our last issue we observed that the 
new Code restrictions, Regulations and 
rulings would likely tend to make a 
spinoff a rara avis. A reader comments 
“It ain’t necessarily so,” and cites Rev. 
Rul. 56-344 ({summarized below] IRB 
1956-30, 9, July 23, 1956) as authority. 
This ruling presents the delightful situa- 
tion of a spinoff of a turkey business 
which was moved to another state be- 
cause of competition. The Service prop- 
erly ruled that since the turkey busi- 
ness had operated for five years at the 
old stand, it was not the formation of a 
“new business,” and, hence, the spinoff 
qualified under Section 355. The editors 
are, of course, delighted to hear of a 
successful spinoff, and hope that otier 
taxpayers can bring themselves within 
the scope of the “turkey business” rul- 
ing. % 


rules that the taxpayer did not show 


that the Commissioner was wrong in 
asserting that the corporation was thinly 
capitalized. Cottingham, TCM 1956-182. 


Notes to owners on incorporation of 
partnership held really capital. The 
Tax Court found that no real creditor- 
debtor relationship was established be- 
tween a corporation and a husband and 
wife, its chief officers and stockholders. 
Upon formation, the corporation had 
issued stock of $49,000 and notes to 
stockholders of about $232,000 for part- 
nership assets worth $281,000. All othe 
corporate debts were given preference 
by subordination of stockholder loans. 
Some of the stockholder loans were not 
paid at maturity. The Tax Court dis- 
allowed the interest deduction; pay- 
ments to stockholders were, it held, dis- 
tributions of corporate profits taxable 
as dividend income. This court finds 
that the question is one of fact and says 
that the Tax Court decision was sup- 
ported by the evidence. 

One _ dissent: everyone, including 
banks and other creditors, treated the 
notes as real indebtedness. There is no 
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support for the Tax Court's disregard of 
the liability. Gooding Amusement Co., 
CA-6, 8/1/56. 


Redemption taxed as a dividend where 
family still in control. Taxpayer owned 
1,160, and his son 340, shares, the total 
stock of a corporation. In 1946-7, tax- 
payer made gifts of 613 shares to his son 
and daughter and retained 547. Out of 
this balance, he surrendered 446 shares 
in consideration for the cancellation of 
$22,300 of his indebtedness to the com 
pany. The redemption did not affect 
the business of the company in any way, 
nor did it impair the capital. Two years 
later, taxpayer made gifts of his re- 
maining 101 shares to his children and 
resigned as president and director of 
the company. The redemption of the 446 
shares is held “essentially equivalent” to 
the distribution of a taxable dividend 
under the 1939 Code. Lukens, 26 TC 
No. 113. 


No dividend on redemption of part of 
trust’s stock; another was buying re- 
mainder to eliminate holding. ‘Taxpayer 
had transferred to a trust part of his 
half interest in two Chevrolet dealer- 
ship corporations and his one-third in- 
terest in a third corporation. Upon in- 
sistence of the Chevrolet Motor Division 
that the trust be eliminated as a share- 
holder, the corporation adopted this 
plan: the corporation would redeem part 
of the trust shares, taxpayer would buy 
the rest from the trust, and the corpo- 
ration would redeem enough of other 
holders’ to restore taxpayer's interests. As 
to the redemption of the trust shares, 
the court holds the transaction repre- 
sented a first step in an integrated plan 
to eliminate the trust completely, and 
therefore constituted a purchase of stock 
rather than the payment of a dividend. 
However, the distributions to the in- 
dividuals are held to constitute dividends 
under Section 115(g) of the 1939 Code. 
Howell, 26 TC No. 105. 


Cancellation of stockholder’s indebted- 
ness in merger taxed as dividend. Tax- 
payer inherited shares of stock in a 
family corporation on the death of her 
father, the founder. She assumed part of 
the debt to the corporation he personally 
and his estate had incurred. When this 
debt still stood at $67,000, the corpora- 
tion was merged with its 75%-owned 
subsidiary. The Tax Court held that 
the forgiveness of $67,500 indebtedness 
was the equivalent of cash. This has the 
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“effect” of a dividend, and under the 
Bedford case (325 U.S. 283) should be 
taxed as such. The fact that taxpayer 
might have received more shares in the 
merged corporation had the indebted- 
ness not existed does not mean that 
some of her shares were redeemed. 

This court affirms. Whether the Bed- 
ford case requires that all boot in a 
reorganization be taxed as a dividend 
if earnings are available need not be 
decided here. This distribution had the 
effect of a dividend. Hawkinson, CA-2, 


7/23/56. 


67% of bondholders acquire 100% of 
stock in insolvency reorganization; con- 
tinuity adequate. The Tax Court held 


the continuity-of-interest factor was 


lacking because the stock in taxpayer 


was not exchanged for a prior pro- 


prietary interest in the property. It said 
the common was received for new 
money, property and management con- 
tracts that 


bondholders were not given 


put in. It pointed out 
minority 


the opportunity to acquire new com- 


mon. This court reverses. The Tax 
Court erred in holding that the new 
equity interest must be received “by 


reason of and in exchange for’ their 
interest in the old company. The Regu- 
lations say “or,” not “and.” Nor did this 
new investment represent capital by new 
Mass 


interests. Western Theatres, Inc., 


CA-1, 7/31/56. 


“Drawing accounts” to incorporators are 
“other property received” and taxable 
boot. Partnership assets were transferred 
to a new corporation as of 1/2/47. The 
partnership closed its books on 12/31 

46. As the articles of incorporation were 


filed, and the certificate issued, in Dec. 


1946, taxpayer contended the transfer 
occurred in 1946, an outlawed year and 
not in 1947. The Tax Court agreed 


with the Commissioner that the parties 
intended the corporation to commence 
1947, and 
occurred then. The partnership’s net 
the 


business in that the transfer 


worth at time of the transfer was 


$242,000 and the corporation properly 
recorded the partnership assets and 

that 
$150,000 recorded a 
liability to the former partners of $92,- 
400. The Tax Court held that all the 


requirements of a_ tax-free 


liabilities at value. It issued 


stock 


net 


for and 


exchange 


under Section 112(b)(5) were met; it 
also found that by setting up the $92,- 
400 as drawing accounts, the incorpo- 


rators received an unrestricted right as 
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creditors to that sum; the incorporators 
“other property.” 
Since the law allows receipt of stock 


therefore received 
and securities only, gain on the ex- 
change was recognized to the extent of 
these drawing accounts. This 
afhrms. Harrison, CA-8, 7/12/56. 


court 


Fire insurance isn’t proceeds of “sale” 
of destroyed property. The receipt of 
fire insurance after the complete destruc- 
tion of a building by fire is not a “sale.” 
Taxpayer-corporation adopted a plan to 
sell assets and liquidate within 12 
the corporation 


under Section 337. The conversion is not 


months, tax-free to 
a tax-free sale under this section. Rev. 
Rul. 56-372. 


On splitup, successor corporations can- 
not use net operating loss of transferor. 
After divisive reorganization, a “splitup” 
under Section 355(a) of the 1954 Code, 
an unused net operating loss carryover 
of the transferor corporation may not 
be taken into account by any of the 
successor corporations. Both the Code 
and the Senate Finance Committee Re- 
port make it clear that loss carryovers 
are not permitted through a divisive re- 
organization. Rev. Rul. 56-373. 


Spinoff of branch operations to new 
location tax-free. A corporation engaged 
in turkey raising, processing and market- 
ing transferred its net assets used in 
its western and southern activities to a 
new corporation in exchange for com- 
mon stock of the latter. Under the plan, 
the stock was distributed to stockholders 
who favored the branch business in ex- 
change for their stock. The Service holds 
this was a tax-free spinoff transaction 
under Section 368(a)(1)(B). The branch 
business is a separate one; consequently, 
the transfer was of an already existing 
five-year business to a new location, and 
not the formation of a new _ business. 
The distribution of the stock to some of 
the shareholders of the old in return 
for all or a portion of their old stock re- 
sulted in Rev. Rul. 


56-344. 


no gain or loss. 


Transaction treated at time as sale can’t 
be regarded as tax-free exchange. As 
partners, transferred 
with a book value of $25,000 to a new 
partnership. On the latter’s books they 
were $53,000. As the trans- 
action was treated by all the parties at 


taxpayers assets 


entered at 


the time it occurred as a sale, the court 
denies taxpayer’s contention that the 


transaction now be treated as a tax-free 
transfer. Russell, TCM 1956-177. 


Merger tax-free despite subsequent re- 
demption of 26% of shares. M Corpo- 
ration, a regulated investment company, 
transferred all of its assets to N Corpo- 
ration in exchange for stock plus a 
small amount of cash which was re- 
ceived in lieu of fractional shares. Subse- 
quent to the merger and not pursuant 
to a preconceived plan, N Corporation 
the 
shares for cash. The transfer of the assets 


redeemed approximately 26% of 


to N Corporation and the subsequent 
redemption of its stock are held to con- 
stitute two separate and distinct trans- 
actions. Accordingly, the merger quali- 
fied as a reorganization under Section 
368(a)(1)(C) and (a)(2)(B) of the 1954 
Code. Rev. Rul. 56-345. 


Involuntarily converted garage can’t be 
replaced with a retail store building. 
Taxpayer owned property which it 
leased out for a garage and service sta- 
tion. The city condemned the property, 
and the owner used the funds received 
rental 


used by other types of businesses. The 


to purchase other property 
Service holds that the involuntary con- 
version provisions of the Code would be 
available only if the replacement prop- 
erty could be used for servicing, storing, 
or parking cars. Property adaptable to 
use only as a retail-store building is not 
“similar or related in service or use” to 
a garage. Rev. Rul. 56-347. 


Transferor’s basis carried through on 
liquidation; Kimbell-Diamond  distin- 
guished. [Acquiescence| Taxpayer was 
organized to acquire control of an 
existing New York business. This pro- 
cedure was imposed by the bank which 
lent the money used to purchase all the 
stock of the New 
which then was liquidated. The 


York corporation 
Tax 
Court applied the usual rule on liqui- 
the the the 
New York company in the hands of the 


dations: basis of assets of 
new corporation is the transferor’s basis. 
It distinguished Kimbell-Diamond (187 
F.2d 718) and others on the ground 
that the main reason for the purchase 
of the stock was the acquisition of 
specific assets obtainable in no other 
way. Here the purpose was the acqui- 
sition of a going business. John Sim- 
mons Co., 25 TC 635, acq., IRB 1956-29. 


Stock not worthless in July despite sale 
for $1.00 in September. [Non-acquies- 
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cence| Taxpayer argued that partner- 
hotel 


corporation which he received when the 


ship owned stock in a Miami 
partnership was dissolved in July 1949. 
In September taxpayer sold the stock 
back to the hotel corporation for $1.00. 
The Commissioner’s position was that 
the loss should be disallowed, as_be- 
tween related parties, because the stock 
was, as planned, subsequently sold by 
the hotel corporation to a relative of 
the taxpayer. The Commissioner thus 
disregarded the interim holding of the 
stock in the treasury of the corporation. 
The Tax Court held the loss allowable; 
the sale to the corporation was in good 
faith, had business purpose and cannot 
be disregarded. Lincoln, 25 TC 669, 
non-acgq. IRB 1956-33. 

Stockholder-officer’s salary based on 
formula limiting earnings per share not 
reasonable. ‘The two principal officers 
and sole stockholders of taxpayer-corpo- 
ration received compensation based on 
a formula which provided for an equal 
division of all net profits, after a 20% 
reserve plus 6°, dividends on invested 
capital. The court holds the formula 
was not an arm’s-length transaction and 
was unreasonable in that it incorporated 
a ceiling on the percentage of net profits 
which may become available to the com- 
It allows $45,000 per officer 
for 1950 and 1951 in lieu of the $60,- 


mon stock. 


000 and $50,000 for each in the respec- 
Blue Ribbon Products Co.., 
PCM 1956-158. 


tive years. 


Incorporated social club cannot be 
treated as a sole proprietorship. All 
profits realized by an incorporated social 
club operating a sandwich and liquor 
business are held taxable to the club as 
an entity separate and distinct from its 
president. The latter was liable for a 
separate tax on any distributions to him 
from the club’s earnings, and he could 
not offset the corporate tax payments 
against his individual liability on the 
theory that the corporate return was in 
fact his tentative individual return. The 
club had been held out to the public as 
a corporation during a long period of 
years, had conducted business as such, 
and had consistently reported and paid 
its income taxes as a _ corporation. 
There is no justification for the presi- 
dent’s disregard of the corporate entity. 
Saunders, TCM 1956-181. 


Increase in rent after wife buys building 


disallowed. The sole owner of an auto 


agency held a lease on the premises at 
an annual rental of $400 per month 
with an option to purchase. His wife 
purchased the property at the option 
price. After he incorporated the busi- 
ness, she leased the premises to the 
corporation at $600 per month. The in- 
crease is disallowed as a corporate rental 
deduction. There was neither a show- 
ing of justification for the increase nor 
of arm’s-length bargaining. Cottingham, 
TCM 1956-186. 


Section 102 tax upheld on auto dealer 
in year it lost franchise. In October 
1948, taxpayer-corporation lost its Chev- 
stockholder 


rolet franchise. The sole 


was in poor health and made only 
desultory attempts to have the corpo- 
ration enter another business. It had a 
surplus of about $750,000 and paid no 
dividends in 1948. The Tax Court held 
that 102 tax applied because the corpo- 
ration was availed of to avoid surtaxes 
on the sole stockholder. This court 
finds that the issue is solely of fact and 
that the 
Court finding on this matter. 


CA-8, 7/16/56. 


evidence supports the Tax 


Egan, 


Gain recognized on sale of bankrupt’s 
Section 337, 


recognition of gain to a corporation 


assets. relating to non- 
upon a sale of its assets followed by a 
complete liquidation within 12 months, 
will not be applicable to the gain from 
the sale of a bankrupt’s assets ordered 
by a court. All the assets will be dis- 
tributed to creditors, and the share- 
holders will receive nothing. in the 


liquidation. Rev. Rul. 56-387. 


Jury trial on salaries under $15,000. 
The court charged that in determining 
what amount should be allowed the tax- 
payer as a deduction for salaries paid to 
its two officer-stockholders, the jury 
could consider whether they had been 
adequately compensated in prior years. 
In addition, the ratio between dividends 
and salaries paid was pertinent. In each 
instance, the jury allowed $12,500 and 
$6,000. The taxpayer had claimed $15,- 
000 and $7,000, and the Commissioner 
had allowed $9,000 and $6,000. Gorman 
Co., DC Fila., 5/23/56. 


PHC 
taxes in computing loss-carryover-paid 
credit. A 
cannot include as part of its net operat- 


cannot include federal income 


personal holding company 
ing loss the amount of its federal income 


taxes paid during the loss year, and it 
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cannot incorporate such net operating 
loss into its dividends-paid credit, carry- 
ing the unused portion of the credit for- 
ward to a later year. This ruling is based 
on the specific language of the Code. 
Star Publishing Co., 26 TC No. 111. 


PHC can deduct income tax at payment 
or at accrual, depending on its method. 
Taxpayer, a personal holding company 
on the cash basis, had in previous years 
deducted income tax paid in comput- 
ing personal holding company tax. 
In the year under review, it deducted 
taxes paid on account of prior years and 
also tax accrued for the current year. 
The Tax Court held that the words 
“paid or accrued” are not given their 
usual meaning in computation of the 
personal holding company tax. A corpo- 
ration on the cash basis therefore can 
deduct both taxes “paid or accrued” in 
determining Subchapter A net income. 
both the 
taxes accrued for the penalty year and 


However, it cannot deduct 
amounts paid during that year in re- 
spect of taxes owed for prior years. If it 
could, it would be able to take a double 
deduction of the same taxes, first in the 
year of accrual and second in the year 
of payment. It may deduct only tax in 
respect of the penalty year, whether or 
not paid in that year. 

This court reverses; paid or accrued 
must be given its normal meaning. The 
lax Court in effect eliminated “paid.” 
The phrase must be interpreted as mean- 
ing in accordance with its method of 
accounting. Taxpayer here can deduct 
[The 1954 


allows deduction of income tax accrued 


income taxes paid. Code 
except that those who have consistently 
deducted them when paid may continue 
until they elect to deduct accruals. Ed.] 


DeSoto Securities, CA-7, 8/9/56. 


Validity of a subsidiary’s short-period 
return depends on whether consolidated 
return is filed. If an election is made to 
file a consolidated return, each  sub- 
sidiary must adopt an annual account- 
ing period in conformity with that of 
the common parent not later than the 
close of the first consolidated year end- 
ing thereafter. The IRS holds that if 
a subsidiary, in anticipation that it will 
be included in a consolidated return 
with its acquiring parent, files a timely 
short-period return to conform its ac- 
counting period to that of the parent, the 
short-period return will have no validity 
if a consolidated return is not filed. Rev. 


Rul. 56-360. 
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When sales department is tax conscious 


careful planning can save a lot of money 


by GEORGE H. KITENDAUGH 


The sales department can influence certain tax costs to a much greater extent than 


ts generally realized. This article describes the kind of planning the sales depart- 


ment can do; the nature of the arrangements possible to reduce taxes (including 


federal income, excise, state income, local property taxes). Tax-saving opportunities 


lie mostly in the area of timing, corporate organization, and knowledge of the tax 


burdens incurred when changing selling arrangements, offices, warehouses, etc. And 


what is said above goes for the tax practitioner — for he must do this job when his 


client doesn’t have a tax-conscious sales department. 


N” ONLY CAN proper tax decisions 
contribute directly to the company’s 
profits but in some instances they may 
effect a reduction in the customer's tax 
liabilities. Such decisions can therefore 
be used as an important sales tool. Other 
considerations than taxes usually dictate 
the form in which sales transactions or 
operating procedures are cast. The cus- 
tomer’s wishes are paramount and there 
may be other operating considerations 
unrelated to taxes. Management may 
conclude, for example, that maximum 
net profit can best be achieved by sales 
procedures which are not the most eco- 
nomical from a purely tax standpoint. 
I think we can all agree, however, that 
no important sales management decis- 
ions should be taken without considera- 
tion of the tax aspects. 

The principal opportunities for Fed- 
eral income-tax saving in the sales area 
lie in the possibilities for control of the 
time of reporting income. The matter 
of timing is important in a number of 
situations. In the first place, if the re- 
porting of an item of income can be de- 
ferred for one year, as might be accom- 
plished, for example, by the deferment 
of passage of title from December 31 to 


January 2, a matter of two days, an 
amount equivalent to the tax on that 
income has been retained in the busi- 
ness, interest-free, for a year. If this prin- 
ciple of deferment can be applied to a 
class of transactions in which the com- 


is engaged on a 


pany continuing basis 
year after year, virtually a permanent 
deferment may result, which for practi- 
cal purposes may be evaluated as a per- 
manent saving of tax on the income de- 
ferred. apply 
when a change in tax rates impends. 
Here the objective will presumably be 


Special considerations 


to shift income from the higher tax year 
to the lower tax year. It should be noted 
that in this situation the desired objec- 
tive may not be the deferment of income 
but, in the case of an increase in tax 
rate, the anticipation of income which 
would otherwise fall in the later year. 
Similar considerations apply in the case 
of advertising expenditures and various 
sales allowances. 


How to control time of reporting 

Now what are the principal means by 
which the time of reporting of sales in- 
come can to some extent be controlled? 
These fall into two categories: (1) elec- 


.ive accounting methods and (2) con- 
tractual arrangements. The _ elective 
methods of accounting for sales are (a) 
method, 
taxpayers regularly selling goods on the 
installment plan and (b) the long-term 
contract election available to taxpayers 


che installment available to 


with respect to building, installation or 
construction contracts requiring more 
than twelve months to complete. 

long-term 


‘Taxpayers performing 


building, installation or construction 
contracts may elect, in lieu of the ac 
crual method, to report the income 


therefrom either on (1) the percentage- 
of-completion method or (2) the com- 
pleted-contract method. As the terms 
under completed-contract 
method, the income is reported only on 


imply, the 
completion of the contract, whereas un- 
der the percentage-of-completion meth- 
od income is reported somewhat ratably 
as the work progresses. The completed 
contract method is generally the more 
favorable from a tax standpoint in that 
it results in the deferment of 
porting of income and the payment of 
taxes. The 
method, on the other hand, in spread- 
ing income over the period of the con- 
tract, tends to level out the profit and 
loss results. Either method, once elected, 


the re- 


percentage-of-completion 


must be adhered to unless the Commis- 
sioner authorizes a change. 

The second means of controlling the 
time for reporting of sales income, and 
the more important means for most 
companies, lies in the possibilities of 
varying the actual contractual arrange- 
ment with the customer. And since sales 
income is normally accruable on passage 
of title, the possibilities for controlling 
the time for reporting income are as 
varied and numerous as the possibilities 
for controlling the passage of title. 

The possibility of leasing equipment 
to customers in lieu of selling it should 
be mentioned. This device has possible 
application primarily in capital goods 
businesses. If a transaction is in fact a 
lease as distinguished from a sale the 
income therefrom will be reported as 
rental income over the period of the 
lease and the lessor will be entitled to a 
deduction for depreciation of the equip- 
ment. The income from the transaction 
and later 
than it would be if the transaction had 
been cast in the form of a sale. 

Under certain circumstances transac- 
tions which are in form leases will be 
treated as sales for tax purposes. If the 
transactions are treated as sales, the in- 


is therefore realized taxed 
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come therefrom will still qualify for de- 
ferment if the company has elected to 
report time-payment sales under the in- 
stallment method. This is a complex 
area and no decisions regarding leases 
should be taken without thorough and 
mature tax consideration. 

In general, sales income is reportable 
for Federal income tax purposes in the 
year when title passes. I think that it 
can be stated in general that the time of 
passage of title is determined by the 
terms of the contract between the ven- 
dor and his customer. If the contract 
provides that title shall pass on ship- 
ment, income can be deferred simply by 
Other alternative 
possibilities which will determine the 


delaying shipment. 
time of reporting income are (a) hav- 
ing title pass on delivery at destination 
rather than at point of shipment, (b) 
where services, such as installation ser- 
vices, are furnished as well as goods, 
combining the sale of goods and services 
rather than separating them so that title 
passes on completion of installation, and 
c) consigning goods to distributors or 
dealers rather than selling them out- 


right. 


Tax knowledge as a selling tool 

\ basic knowledge of the Federal in- 
come tax and its possible application to 
the customer’s tax situation can some- 
times be a useful sales tool. For exam- 
ple, in capital goods businesses, the mar- 
keting organization should be aware of 
the effect on the customer’s operations 
of leasing equipment as contrasted with 
buying it; if customers are in defense 
industries, the marketing organization 
should be aware of the possibility of 
special five-year amortization, in lieu of 
depreciation, of the cost of certified 
emergency facilities; the sales organiza- 
tion should also have in mind the pos- 
sible advantages to the customer of de- 
preciating capital equipment under the 
new accelerated depreciation methods 
rather than the conventional straight- 


line method. 


Salesmen should know excise taxes 
The Federal 
taxes fall, I believe, on a sufficiently 


manufacturers’ excise 
representative cross section of industry 
to require consideration in discussing 
this subject. Since these taxes are a 
direct tax on sales by the manufacturer, 
it behooves the marketing organizations 
in affected businesses to be reasonably 
these 


familiar with the intricacies of 


imposts and ways in which they can con- 


tribute towards holding their company’s 
liability to a minimum. 


Use of wholesaling subsidiary 


In the industries in which products 
pass through two intermediate levels of 
distribution before they reach the con- 
sumer, the separately incorporated 
wholesaling subsidiary has been used ex- 
tensively as a means of minimizing the 
tax base. The tax law very logically pro- 
vides that in the case of retail sales made 
directly by the manufacturer, the tax 
shall be based upon a fair manufactur- 
er’s price as determined by the Internal 
Revenue Service. Oddly enough, how- 
ever, if a manufacturer sells directly to 
retailers rather than to wholesalers, 
there is no similar provision for basing 
the tax on a normal manufacturer’s 
price. Sales to retailers and sales to 
wholesalers are both sales at wholesale 
under the law, and tax is payable on the 
actual price for which the goods are sold. 

The manufacturer who wishes to 
avoid this tax differential, while still re- 
taining control of the distribution of his 
products to retailers, can organize his 
branches into a 


wholesaling wholly- 


owned subsidiary corporation. Taxes 
are then payable on his sales to the sub- 
sidiary, rather than on the sales by the 
wholesaling branches to the retailers. 
Since transactions with a wholly-owned 
subsidiary are not at arm’s length, how- 
ever, he must demonstrate that he is 
selling his products to the subsidiary at 
not less than fair market prices if he is 
to be entitled to use these prices as the 
tax base. This can be accomplished by 
distributing through independent whole- 
salers in a few territories, so that arm’s- 
length prices will be available for com- 
parison. 


Exempt sales 

Certain types of sales are exempt from 
the manufacturers’ excise taxes. The 
sales organization can be assured of tak- 
ing advantage of available exemptions 
and at the same time forestall potential 
customer dissatisfaction by maintaining 
general familiarity with exemption pro- 
cedures. For example, sales for export 
are exempt from the manufacturers’ tax- 
es, but only if the manufacturer is aware 
at the time of sale that the article will 
be exported. In the case of customers 
regularly exporting a certain percentage 
of the goods purchased, it is possible to 
obtain the exemption by working out an 
arrangement under which a _ specified 
percentage of all purchases is designated 





Tax planning and business management * 203 


in advance, but without specific identi- 
fication, as acquired for export. 

The manufacturers’ excise taxes are 
imposed, as previously indicated, on the 
manufacturer’s selling price. This means 
the net selling price after bona fide dis- 
counts and allowances. Sales discounts 
and promotional allowances may take 
a variety of forms and it is important in 
this connection that the sales organi- 
zation work closely with the tax depart- 
ment in attempting to tailor such allow- 
ances, within the limits of commercial 
feasibility, to the excise tax require- 
ments. Unfortunately, these require- 
ments in the past have not always been 
clearly defined. 


State income taxes 


A company’s total income is but one 
of the factors that enter into the deter- 
mination of state income taxes. Every 
time the company makes a sale within 
an income-tax state, or, depending on 
the state, adds to its payrolls or invest- 
ment in inventories within the state, it 
is assuming an additional liability for 
state and possibly local income taxes. 

“Doing business” is a term which has 
a narrower meaning in its state income- 
tax implications than in its ordinary 
commercial sense. This is a very complex 
area and one in which the applicable 
principles are still evolving. At the risk 
of oversimplification, therefore, let us 
say that, in general, the states have not 
attempted to tax a corporation whose 
sole activities within its borders are a 
part of interstate commerce. Once the 
corporation engages in intrastate busi- 
ness, however, all of its activities within 
the state, including interstate activities, 
become a subject for taxation. Some of 
the intrastate activities which are con- 
sidered to be “doing business” and there- 
fore give rise to tax liability are main- 
stock 
which sales are made, carrying on con- 


taining within the state from 
struction contracts within the state, and 
performing servicing operations within 
the state. 

The sales department should not ex- 
tend its activities into new states with- 
out a thorough consideration of the tax 
consequences. Conceivably the added tax 
burden could be wholly disproportion- 
ate to the commercial advantage to be 
gained. For example, a company may 
already have in a state an office for the 
solicitation of interstate business and 


this activity may not give rise to tax 
liability. The establishment of a small 
warehouse stock in that state may result 
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[Mr. Kitendaugh is Manager, Tax Ac- 
counting Service, General Electric Com- 
pany. This article is adapted from a 
paper written by him for the American 
Management Associations Conference on 


Management and Taxes in April.] 


in a tax liability which is based not only 
on the value of that stock and the sales 
therefrom, but on the interstate busi- 
ness as well. The added tax in a situa- 
tion of this kind might greatly exceed 
the profit to be derived from the addi- 
tional business. 

Sixteen states do not impose a tax 
based on corporate net income. Not all 
of those which do impose such a tax 
employ the three-factor formula based 
on sales, property, and payroll. And those 
which do employ the three-factor form- 
ula, or other formulas which include the 
sales factor, have not all adopted the 
definition for sales made within 
The 


whether the sale was made 


Same 


the state. various tests used for 


determining 
within the state include the place where 
the sale was solicited or negotiated, the 
jlace where the order was received or 
accepted, or the origin or destination of 
the shipment. State and local income 
taxation, therefore, is characterized by 
a lack of uniformity and taxpayers en- 
gaged in multi-state business have long 
been concerned with the many problems 
engendered thereby, not the least of 
which is the possibility of double or 
triple taxation of the same transaction. 
If a sale is negotiated in a state which 
uses negotiation as the test, shipped 
from a state which uses origin of ship- 
ment as the test, and shipped to a state 
which uses destination as the test, three 
states will have included the same trans- 


action in their tax determinations. 


Local property taxes 


In addition to the income tax effect 


of property location, there is a more 


direct tax impact in the form of prop- 
erty taxes. These in a very real sense 
should be a matter of concern to the 
marketing organization because of its 


responsibility for determining the loca- 
tion of warehouses and the types and 
quantities of goods to be stored therein 
for optimum service to customers. 
Property taxes are sometimes left out of 
consideration simply because they are so 
universal. On the 


property tax burden does not turn out 


analysis, however, 
to be as uniform as might be supposed. 

While real estate is subject to taxation 
in all states, not all states tax the per- 
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sonal property of manufacturers. Other 
things being equal, it may be possible to 
locate distribution points in states which 
do not tax personal property without 
impairing service to the customer. A 
word of warning is in order, however, 
not to overlook the possible state income 
tax effect. This might be as much as or 
more than the personal property tax 
saved. 

Even in states which tax most forms 
of personal property, exemptions are 
sometimes possible as, for example, for 
property stored in public warehouses, or 
for property shipped from outside the 
state and destined for out-of-state loca- 
tions, but stored temporarily within the 
state. Here again a warning may be in 
order not to overlook the possible state 
income tax effect. 

Even in the matter of property tax 
assessment rates there is a 


levels and 


wide variation. Tax rates differ consid- 
erably, not only from state to state, but 
community to 


also from 


community 
within the same state. And the fact that 
widely varying percentages of full value 
are used in assessing property for tax 


purposes is well known. 


Personal property assessment 


\bout half the states assess personal 
property on the basis of its value as of 
a specific date. Others assess on the basis 
of average values, usually a_ twelve- 
month average of values throughout the 
calendar or For 


date is used, I would not 


fiscal year. locations 
where a specific 
suggest moving inventories into another 


State just prior to assessment date and 
moving them back on the day following 
assessment date, even if the potential 
property tax saving appeared likely to 
exceed transportation and handling 
costs. You might find that there were 
rulings or decisions which would justify 
the assessor in disregarding temporary 
removals of property for tax avoidance 
purposes. On the other hand, as in the 
case of state income taxes, knowledge 
and vigilance can aid in avoiding dupli- 
cate or excessive taxation. Only the most 
urgent commercial considerations, for 
instance, would justify moving property 
which had State A 
March | into State B in time to be taxed 
there on April 1. Similarly, if the fac- 
tory happens to be located in a state 


been taxed in on 


that does not levy a personal property 
tax on inventories, there is no require- 
ment that goods be shipped out of the 
factory into a property tax state just 
prior to assessment date. In consumer 


goods businesses in particular, shipments 
to distributors should insofar as possible 
take the distributor’s property tax sit- 
uation into consideration. 


Gross income taxes 

Gross income and like taxes which are 
in effect in half a dozen states are simi- 
lar in some respects to the perhaps more 
familiar retail sales and use taxes in 
that they are based on specific trans- 
actions, usually sales; they differ from 
and 


sales that 


their coverage is usually not limited to 


use taxes, however, in 
retail sales, and also, perhaps more im- 
portantly for our present purposes, in 
that they are essentially a liability of 
the seller which is not recoverable from 
the buyer in the absence of a specific 
contractual The 
of sales offices, the extent of the activi- 


arrangement. location 
ties of personnel associated with offices 
in the taxing state, the place of receipt 
or acceptance of the order, and in some 
all 


have a bearing on the company’s liabil- 


cases the form of the contract may 
ity for these taxes. 

\lthough these taxes are not in the 
usual case directly recoverable from the 
customer, as a cost of doing business 
they should be taken into account in eés- 
tablishing the company’s pricing policy. 
For this reason it is important that the 
company’s liability for these taxes be 
carefully appraised in advance. Deficien- 
cy assessments are a direct charge against 
profits and can’t be recovered from the 
customers. 


Two problems with sales taxes 

Sales and use taxes present a differ- 
ent sort of problem and opportunity in 
that these are normally passed on direct- 
ly to the user. The problems and oppor- 
tunities are of two kinds: first, those re- 
lating to minimizing the tax for the cus- 
tomer and, second, those relating to as- 
suring to the seller the full recovery of 
all 


quired to pay. 


sales and use taxes which it is re- 

When a new tax is imposed, or as 
occasionally happens an existing tax is 
eliminated, or when there is a change in 
rate, there may be an opportunity to 
alter the tax liability by attention to the 
timing of transactions. In some instances 
the date of the contract may fix the tax 
liability; in others, the date of shipment 
or passage of title. 

In some cases, tax liability can be held 
to a minimum by careful wording of 
the sales contract. The cost of transpor- 
tation, for example, may be excludable 
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from the tax base if the transportation 
is incurred after passage of title and if 
it is separately contracted for and billed. 
Companies in the business of selling 
equipment which requires installation 
may wish to consider contracting for the 
installation separately unless the tax in- 
volved applies to sales of services as well 
as property. If this is done, however, the 
cost of materials used in installing the 
equipment will probably be subject to a 
use tax imposed on the seller and the 
seller may therefore, in attempting to 
minimize the tax for the customer, in- 
crease his own taxes unless the cus- 
tomer has agreed to pay the use tax 
either as a part of the over-all price or 
by separate reimbursement. 

When installation is involved, a care- 
ful study should be made to determine 
whether, in the light of the laws of the 
particular taxing jurisdiction and_ the 
form of the contract, the contract could 
be considered in its entirety to be one 
for the improvement of real property. 
If it could be, the tax might fall on the 
use by the seller not only of installation 
materials but also the equipment itself, 
with a resulting question regarding re- 
coverability of tax from the purchaser. 
Particular attention should be paid to 
this problem in the case of sales to ex- 
empt purchasers, such as governmental 
bodies, as there may be a tendency to 
assume in such cases that there is no pos- 
sibility that a sales or use tax will apply. 

Repair sales present similar problems. 
If repair charges are billed in lump sum, 
either a sales tax may apply to the en- 
tire charge or the seller may incur a use 
tax on the materials used. Consideration 
should therefore be given to a separa- 
tion of the charges for labor and repair 
parts 

The sales organization should be 
aware of the exemptions available under 
the various sales and use tax laws, the 
most common of which applies to sales 
for resale. There should also be an 
awareness of the necessity and impor- 
tance of obtaining proof of exemption, 
usually in the form of a prescribed ex- 
emption certificate. Particular care is 
necessary when shipment is made to a 
third party in certain sales or use tax 
states pursuant to a sale to a customer 
not doing business in the particular 
state and therefore not authorized to 
issue valid exemption certificates. In 
such cases, either the tax should be col- 
lected or some evidence obtained that 
the ultimate user will pay it directly. 
lo avoid misunderstandings and pro- 


tect the seller’s right to collect sales and 
use taxes, all quotations and contracts 
should contain a clause authorizing the 
seller to add any applicable sales, use, 
or similar taxes then in effect or there- 
after imposed. In cases of disagreement 
with the customer as to whether tax is 
applicable to a particular transaction, it 
may be possible to accept an indemnity 
agreement in lieu of payment of the tax 
pending resolution of the conflict. 


Special problems on government sales 


Government contracts sometimes pre- 
sent special problems. A sale of tangible 
property to the United States Govern- 
ment is ordinarily exempt from sales 
and use taxes. However, the contract 
must be examined to determine whether 
it is essentially one for the sale of prop- 
erty or the sale of services. For example, 
a development contract may not qualify 
as a sale of tangible property even if it 
requires the delivery of a prototype. Un- 
der this interpretation the Government- 
al exemption would not apply and the 
contractor would be subject to use tax 
on any materials used in the perform- 
ance of the contract. 

I am not trying to say that every sales 
manager and every salesman should be- 
come a tax expert. Presumably there 
will be plenty of these in the tax depart- 
ment. Sales personnel should, however, 
have a basic understanding of some of 
the more common principles so that they 
may recognize a tax problem when they 
encounter it and participate in preven- 
tive tax planning. 


Tax, sales, department responsibility 


I would place the initial responsibility 
for an educational program squarely 
upon the tax department. The tax de- 
partment should regard it as one of its 
most important functions to study every 
detail of its company’s operations, to 
consider the various tax alternatives, 
and to explain to the sales department 
the tax problems, pitfalls, and oppor- 
tunities which lie in the various areas 
of the sales operation. There should fol- 
low a program of working out together 
any procedural or other changes which 
can contribute to tax economy without 
violating commercial or operating re- 
quirements. The sales department in 
addition to participating in this joint 
program should keep the tax depart- 
ment informed of any unusual situations 
or transactions so that the tax aspects 
of these may be fully explored. 

Rather than merely determining after 
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the event how a transaction should be 
reported, what an incomparably greater 
contribution can be made to the com- 
pany’s profits by molding the transaction 
from its inception in the form which 
will produce the optimum tax result. To 
assure adequate and continuing atten- 
tion to the tax-planning function in the 
sales and all other areas, it may be 
found desirable to establish in the tax 
department a research and_ planning 
group which can pursue this work free 
from return-filing and other operating 
pressures. v 


Cabinet recommends tax 
break for small business 


THE CROSS CURRENTS which make our 
income-tax system complicated, and 
sometimes make it appear to be unfair, 
are well illustrated by the new recom- 
mendations of the President’s special 
Committee on Small Business, made up 
of Cabinet members. 

The Committee wants Congress to 
give small business these tax conces- 
sions: 

1. Lower the tax rate on the first 
$25,000 of corporate income from 30% 
to 20%. 

2. Permit businesses to use the 1954- 
Code accelerated depreciation on other 
than new purchases up to $50,000 per 
year. 

3. Allow a corporation to be taxed 
as a partnership when it has ten or 
fewer stockholders. 

4. Let estate-tax payments be spread 
over ten years, when the estate consists 
largely of the stock of a closely-held cor- 
poration. 

5. Make easier the clerical work in 
withholding and reporting on income 
and OASI tax. 

Certainly much support will be found 
for these proposals. They do make a 
good deal of sense. But where does the 
Treasury get the revenue lost through 
these. concessions? From other taxpayers 
not favored by this liberalization. Here, 
in a nutshell, is the whole question of 
tax legislation to benefit special groups, 


be they ever so meritorious or deserving. 
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CPA encounters pressure to falsify 


withholding data; actual case a warning 


This is a true story. It was submitted for publication by a practicing CPA well 


known to us, with the intention that it be published for the purpose of “pooling” 


with other practitioners some very expensive and valuable experience. The author 


consented to anonymous publication upon advice of the publishers. It is an au- 


thentic case history of personal pressure on the CPA in an attempt to avoid account- 


ing for money withheld for taxes, under guise of purportedly legitimate behavior. 


Here is the story. Names mentioned are substitutes for the real names. 


_ is THE hair-raising tale of troubles 
I ran into when a client failed to pay 
The 
ment’s method for collecting these un- 


withheld income taxes. govern- 
paid withholdings are on the one hand 
so loose as to permit outright fraud, and 
on the other hand arbitrary and unjust 
to innocent persons. 

The Internal Revenue Code provides 
civil and criminal liabilities for de- 
linquency in collection and accounting 
on the part of those required to with- 
hold tax (Section 2707 of the 1939 Code, 
6672 7202 of the 1954 


Code). The. taxes collected or withheld 


Sections and 
are in effect a trust fund for which the 
employer, dealer, or manufacturer is 
the The 
government's interest is protected by 


accountable to government. 
provision for inflicting a penalty on the 
tax “collector” for not accounting for 
this trust fund. 

This writer’s experience indicates that 
since the statute is extremely difficult to 
enforce, many taxpayers are taking ad- 
vantage of the government, with the re- 
sult that many accounts are abandoned 
and charged off when in reality a sub- 
stantial portion of them are fully col- 
lectible. 

The fundamental difficulty arises from 
the very simplicity of the law. In theory, 
the Collector would require accounting 
of the trust fund simply by assessing a 
penalty (equal to the amount involved) 
for not paying this money into the U. S. 


The assessable 
against the person required to collect 
and account for the funds. The statute 
refers to these funds as “‘taxes,” 


‘Treasury. penalty is 


and not 
as “trust funds,” although the latter 
definition has been implied by the 
courts (Haynes, 88 F. Supp. 379, 38 
AFTR 1452, D. Kansas, 2/9/48). The 
term “person” includes an officer of a 
corporation, obviously to discourage 
deliberate evasion by closely-held corpo- 
rations. The simplicity of the statute is 
deceptive. The trouble starts with the 
question: who is the “person” required 
to collect, account, etc., and thereby 
responsible? Where the responsibility 
falls on several individuals and each 
liability and attempts to 
blame others, the Collector has a real 
problem. The simplest solution, to assess 
all the suspects, would assure collection 
of the money but would punish some 
innocent persons. 


denies his 


It should be distinctly understood that 
this assessment is not an actual tax; it is 
a punishment for not fulfilling duties 
imposed by statute. To inflict punish- 
ment where guilt does not exist would 
grossly violate the principles of justice. 
The wording of the statute puts the 
burden of determining guilt directly 
upon the Commissioner. 

In actual practice, the duties are per- 
formed by employees of the Collection 
Division, which is staffed by personnel 
with minimum experience and training. 


The assessment of this penalty affects the 
property rights of individuals; and since 
it is a punishment, it is by nature a 
judicial decision. However, investigation, 
hearing decision making, and _ punish- 
ment are all carried out by an adminis- 
trative employee of the Collection Divi- 
sion. Innocent persons can be punished 
and caused undeserved hardships, while 
it is possible for guilty persons to im- 
properly influence the decision so that 
collectible amounts are charged off as 
bad debts. 


Do you know about Form 53? 


Officers of bankrupt or insolvent cor- 
porations are relieved of personal liabil- 
ity for the unpaid “trust funds” by ad- 
ministrative process known to Treasury 
“53.” This 
refers to Form 53, used internally by 
the 


Department employees as 


Treasury Department and _ not 
given out ot the public, but known by 
former employees who are now private 
practitioners. I believe that use of this 
Form 53 is very common, and that some- 
times the form is used to abandon ac- 
counts that are fully collectible. In some 
of these cases, deliquent taxpayers are 
represented by Treasury De- 
Reputable tax 
practitioners advise clients to account 
strictly for taxes collected and held in 
trust, and discourage use of these funds 
as working capital. However, when a 


former 


partment employees. 


taxpayer is successful in escaping liabil- 
ity through efforts of his tax counsel the 
word gets around very quickly, and other 
taxpayers see no sense in accounting for 
the trust fund if they can get a certain 
tax man to have the delinquent account 
charged off. 


Case history 

Personal experience provides a typical 
example. I was a junior officer in a cor- 
poration; this sideline of a 
wealthy client, Mr. Gold, who was the 
president and principal owner. 
Against my advice, the president, Mr. 
Silver, drew and deposited various sums 


was a 


vice 


which he intended to have entered in 
separate accounts until the end of the 
fiscal year, at which time the annual 
salary and withheld income taxes would 
be accounted for. Unfortunately, (1) the 
project was a failure, and (2) the presi- 
dent died, leaving a debit balance of 
about $6,000 charged against him. 

If nothing were done, creditors might 
proceed against Silver’s estate. His serv- 
ices had been worth more than $6,000. 
However, if a salary were to be accrued 
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on the books, income tax would be due 
on it. What Gold did was to promise 
Silver’s widow that he personally would 
pay over, as withholding on the cor- 
porate salary, an amount sufficient to 
cover the tax liability for the president's 
final 


$1,400. It happened that Gold personally 


return. This was computed at 
owed Silver about $1,300. It was agreed 


that this debt would be considered as 
paid by Gold’s payment of the with- 
holding. 

I made the appropriate entries on the 
books and prepared the necessary returns 
to account for this salary and withheld 
income tax. Everything was running 
smoothly so far. I had advised my client, 
Gold, that since he was liable anyhow 
Section 2707 even if no 


unde1 returns 


were filed, it would be wise for him to 
pay it promptly. I felt that $1,400 was a 
relutively insignificant sum for him, 
and further that he had already obtained 
value for it and had acknowledged liabil- 


ity to the dead man’s estate. 


Blame the dead man! 


However, the attorney for the estate 
that the 
for income-tax withheld, 


suggested since estate would 


receive credit 
even if it had not been paid over to 
the government, Gold, the vice presi- 
dent, could save himself some money by 
filing the quarterly return without a re- 
mittance and blaming the dead man 
for the delinquency. Collection would 
be stalled until after the estate was 
closed, whereupon arrangements could 
be made with a certain tax practitioner 
to have the account charged off so that 
no one would have any personal liabil- 
ity. This plan required my “coopera- 
tion” in alleging that the principal ofh- 
cer was the dead man, which was not 
the case. Naturally, I refused to “co- 
operate,” and insisted that Gold had no 
recourse but to pay the tax in accord- 
ance with his personal guarantee and 
statutory liability. At this point the two 
lawyers, one of whom was a former em- 
ployee of the Chief Counsel’s office, in- 
Form 53, and 


they 


formed me of the use of 


urged me to reconsider. Then 
began to use pressure. An impasse de- 
veloped, in which the two lawyers, in 
their representations on Gold's behalf, 
ittempted to show that it was I who was 


the 


iegligent in refusing to pay tax. 
to the 


the 


[he statements made Collector 


by the attorneys, and statements 
made by me, were so contradictory that 
the Collector made assessments and filed 


liens against both Gold and myself. At 


this point Gold paid the tax and ad- 
mitted that my judgment and advice 
had been sound in the first place. 


Clear attempt at fraud 


that the 
were in agreement with me as to Gold’s 


I: is significant attorneys 
liability, but nevertheless advised him 
to attempt to avoid payment. He himself 
had 


learned that many other individuals had 


had made some inquiries and 


been successful in avoiding payment. 
The 
does 


brief summary of this incident 


not reveal the extent of 
“pressure” put on me by the two lawyers. 
Refusal to “cooperate” cost me several 
weeks of lost time and several thousands 
of dollars in lost business. The lawyers 
felt that I was interfering with their 
practice of law by not “cooperating” 
in this matter. There have been some 
very bitter clashes, and there have been 
some personal wounds which will prob- 
ably never be healed. 

There are many issues involved in this 
incident, some of which have been 
settled. Here is my advice to others in 
similar situations: 

1. A certified public accountant should 
not become involved in his clients’ per- 
sonal business, no matter how innocent 
and attractive the proposition may seem 
to be. 


2. Be very strict in discouraging the 


the 
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practice of withdrawal of funds by corpo- 
the 
drawing 


rate officers in form of loans, ad- 


vances, accounts or in any 
form, unless the appropriate deductions 
for income tax and social security tax 
are made. 

3. Some lawyers do not understand 
that a certified public accountant can 
best serve a client by being independent, 
whereas a lawyer’s duty is to be as par- 
tial as possible to his client. The ac- 
countant’s independence is sometimes 
interpreted by a lawyer as ignorance or 
lack of 
Be very careful in relations with your 


interest in the client's welfare. 
client’s attorneys, but be firm in case 


it is necessary to take a stand on an 
issue, 

Having a very large personal invest- 
ment in the issues by reason of taking 
the did, I 


terested in seeing that my experience 


stand I am very much in- 
will be useful to other tax practitioners 
and to the Internal Revenue Service. If 
this particular section of the Revenue 
Code is ineffective or inconsistent with 
Constitutional guarantees against free- 
dom from seizure of property without 
due process of law, and if my experience 
is effective in bringing this to the atten- 
tion of all concerned so that some con- 
be made, then I 


structive reforms can 


will consider my personal loss worth- 


while. w 





{iow Districr Court of Arizona re- 
cently held in the Cushman case, 
that 

liable for 


decided on June 5, a corpora- 


tion’s officers are not un- 
paid withholding and FICA taxes. It 
intimated very strongly that the ac- 
countant and general manager, the 
men in charge of disbursements, were 
liable. The following were the facts 
involved in this interesting case af- 
fecting the responsibilities of ac- 
countants. 

During the first six months of 1952, 
the accountant for the Phoenix Sena- 
tors Baseball Club prepared with- 
holding and FICA forms, had the 
general manager sign the 
checks, and filed the returns with the 
Government. On July 29, 1952, the 


necessary 


corporation went out of business. 
Neither the accountant, the general 
manager nor the officers of the firm 
filed the 


months of July and August. Subse- 


returns with checks for 


quently, the Government assessed 





ACCOUNTANTS MAY BE LIABLE FOR UNPAID FICA AND 
WITHHELD TAXES 


the corporation’s officers — not the 
accountant and general manager — 
for $2,114 which had been withheld 
but unpaid. The officers paid this 
amount plus interest at the end of 
1954. 

Two months later, the officers sued 
The ruled that 
the officers were not liable for the un- 


for a refund. court 


paid taxes or the 100% penalty im- 
posed by law for the willful failure 
to pay the tax. 

It said that the officers were not the 
ones with the duty to pay, collect, 
account for and pay over FICA and 
withholding taxes. Even if they were 
the 
there was no willful failure to pay. 


dutybound, court continued, 

But most important of all from the 
accountants’ viewpoint, the court said 
that the 


ployed by the firm, had the duty to 


accountant, who was em- 
prepare and file returns. The general 
manager was also responsible for col- 


lecting and withholding the taxes. * 
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TAX ASPECTS OF ESTATE PLANNING 


Estate & 





sift taxation 


OF INTEREST TO TAX PRACTIONERS 


Gift-tax problems on termination of joint 


tenancies are serious; caution advised 


by CHARLES L. B. LOWNDES 


Joint tenancies in real properiy are common, Gift tax complications come as a rude 


shock to many when such tenancies are ended. The new Code makes significant 


changes in this tax picture. This article analyzes the new-Code rule (Section 2515), 


points oul difference between gift- and income-tax consequences of termination. 


i. NEW CODE treats gifts involved in 
the creation of a joint tenancy in 
real property between husband and wife 
as not being subject to tax (unless the 
donor elects to treat it as taxable). This 
is a good, sensible rule—but the tax is 
only deferred until the termination of 
the tenancy. There’s the rub. This tax 
arises with shocking unexpectedness, in 
the least unexpected situations. 

rhe statute is distressingly ambiguous. 
I fear that some pretty ordinary trans- 
actions will be taxable unless care is 
exercised, as for example, in the case of 
a gift by one spouse to a third party, o1 
the income-tax-free replacement of a 
residence. 

To see let us 


the 


how this comes about, 
first review 
1954 Code. 

The 
of the 


the changes made by 


2515 


1954 Code, which sets forth the 


basic idea behind Section 
gift tax consequences of creating and 
terminating these tenancies, is to bring 
the estate tax theory into the gift tax. 
Prior to the 1954 Code, these tenancies 
were dealt with differently for estate and 
gift tax purposes. 

Generally speaking, the estate tax 
disregards the refinements of property 
law and taxes jointly-held property ac- 
cording to the owners’ proportionate 
centributions. For example, if the hus- 
band purchases real property and takes 
title in his and his wife’s names as ten- 
ants by the entirety, the entire property 
will be taxed to his estate because he 
paid the entire consideration for the 


property. On the other hand, if his wife 
should predecease him, no part of the 
property will be taxed to her estate be- 
cause she contributed nothing to the 
acquisition of the property, even though 
she had owned a substantial interest in 
it. 
Contrariwise, property-law concepts 
were followed in the pre-1954 gift tax. 
If the husband purchased and took title 
in his and his wife’s names as joint 
tenants, 
half of 


wile; if 


this was treated as a gift of one- 
the property from him to his 
instead of taking title as joint 
they 
the 


tenants, took as tenants by the 


entirety, deemed to 
have made a gift of the interest which 


his wife acquired. If both tenants con- 


husband was 


tributed to the acquisition of the jointly- 
owned property, there was a taxable gift 
unless their contributions were exactly 
proportional to the interests which they 
acquired in the property. For example, if 
they purchased and took title in their 
joint names as joint tenants, there was 
no taxable gift if each paid half of the 
consideration for the property, because 
they each acquired a half interest in the 
On the other hand, if the 
husband paid three-quarters of the con- 
sideration there was a gift by him to his 
wife of one-quarter of the property, be- 
cause this was the amount by which the 
proportionate 


property . 


which she re- 
ceived in the property exceeded her pro- 
portionate 


interest 

contribution to the 

sideration for the property. 
Considerable overlapping of gift and 


con- 


estate taxes resulted. For example, if the 
husband purchased and took title in his 
and his wife’s names as joint tenants, a 
gift tax was imposed upon half of the 
property when the tenancy was created, 
because he gave away half of the prop- 
erty during his life; at his death, the 
entire property was taxed to his estate, 
because he had paid the entire con- 
sideration for the property. 

The 1954 Code new 


method. It makes the gift tax conse- 


introduced a 


quences of such tenancies turn upon the 
contributions of the joint owners to the 
jointly-held property, rather than the 
interests which they acquire in the prop- 
erty. Under 2515(a), when 
spouses acquire real property as tenants 


Section 


by the entirety or as joint tenants, the 
spouse who furnishes all or most of the 
consideration will not be treated as hav- 
ing made a taxable gift to the other 
spouse unless he affirmatively elects to 
have the creation of the tenancy treated 
as a taxable gift. If he does so elect, 
then the gift tax consequences of the 
creation of the tenancy will be the same 
as they the prior 
rhere will be a taxable gift to the extent 
that the 


were under law. 


interest which one spouse 
acquires exceeds his or her contribution 
to the consideration for the property. If, 
however, the donor spouse does not elect 
to treat the creation of the joint estate 
as a taxable gift, the gift tax will be de- 
ferred until the tenancy is terminated 
(other than by the death of one of the 
tenants). At that time, the gift tax will 
be computed in accordance with the 
spouses’ proportionate contributions to 
the acquisition. 

This method of handling joint estates 
in real estate between spouses has the 
merit of reconciling the estate and gift 
taxes. It also is a practical recognition 
of the fact that spouses seldom, if ever, 
report the creation of a tenancy by the 
entirety or a joint tenancy in real estate 
as a taxable gift. 


Termination problems 


The part of the new 
method derives from that part of the 


perplexing 


statute which imposes a tax upon the 


termination of a joint estate whose 
treated as a taxable 
gift. Prior to the 1954 Code, when the 


creation was treated as a taxable gift 


creation was not 


to the extent of the interest gratuitously 
acquired in the joint property by the 
donee spouse, a taxable gift resulted at 
termination only to the extent that a 
spouse received an interest in excess of 














the ° 
diate 
the | 
respé 
estat 
taxal 
If 
treat 
upol 
shou 
resp' 
to t 
pro} 
whi 
diat 
tena 
195¢ 
was 
will 
tion 
one 
erty 
exc 
to 
pai 
gav 
tak: 
is ¢ 
anc 
or 
sho 
dec 
hal 
tax 
the 


Wi 
thz 


spe 
wa 
no 
tic 


te! 
ot 
sp 
tic 





the 


his 


the 
ed, 
op 
the 
ite, 


on 


icW 


Tie 















the value of his or her interest imme- 
diately prior to the termination. Under 
the 1954 Code this is still the rule with 
respect to the termination of joint 
estates whose creation was treated as a 
taxable gift. 

If the creation of the tenancy is not 
treated as a taxable gift, the gift tax 
the tenancy 
should logically be determined by the 


upon the termination of 
respective contributions of the spouses 
to the acquisition of the jointly-held 
property, rather than by the interests 
which they owned in the property imme- 
the the 


tenancy. And this is the rule; under the 


diately before termination of 
1954 Code, if the creation of the tenancy 
was not treated as a taxable gift, there 
will be a taxable gift upon the termina- 
tion of a joint estate to the extent that 
one spouse receives a part of the prop- 
erty, or the proceeds of the property, in 
excess of his proportionate contribution 
to the acquisition. If no gift tax was 
paid when the husband purchased and 
gave half of the property to his wife by 
taking title as joint tenants, this tax 
is due when the tenancy is terminated 
and his wife gets half of the property 
or the proceeds. In this connection it 
should be noted that since the marital 
deduction would apply to the gift of 
half of the property, actually the net 
taxable gift will be only one-quarter of 
the property. 


What is a termination? 

Although Section 2515 makes it plain 
that a gift tax will be imposed upon the 
“termination” of a joint estate between 
spouses in real property whose creation 
was not treated as a taxable gift, it is 
not entirely clear just what “termina- 
tion” includes. Section 2515(b) provides: 

“(b) Termination. In the case of the 
termination of a tenancy by the entirety, 
other than by reason of the death of a 
spouse, the creation of which, or addi- 
tions to which, were not deemed to be 
transfers by reason of subsection (a), a 


shall 
a gift to the extent that the proportion 


spouse be deemed to have made 
of the total consideration furnished by 
such spouse multiplied by the proceeds 
of such termination (whether in the 
form of cash, property or interests in 
property) exceeds the value of such pro- 
ceeds of termination received by such 
spouse.” 

Obviously, the statute envisioned such 
situations as resale of the jointly-owned 
the pro- 


ceeds; or the conversion of a joint estate 


property and the division of 


into a tenancy in common or a separate 
ownership. For example, suppose that 
the spouses purchase property for $40,- 
000, the husband contributing $30,000 
and the wife $10,000, and that they take 
title as tenants by the entirety. Later, 
they sell the property for $60,000. The 
husband receives $35,000 of the proceeds, 
and*the wife receives $25,000. He thus 
makes a taxable gift of $10,000, because 
his proportionate contribution to the 
consideration for the property (34, that 
is, 30,000/40,000) multiplied by the 
proceeds of the sale ($60,000) amounts to 
$45,000. Since this is $10,000 more than 


the $35,000 which he received, he has 
made a gift of $10,000 to his wife. 
The method for determining the 


amount of the taxable gift when the 


property is sold or converted into a 
tenancy in common or separate property 
is specified clearly enough by Section 
2515(b). But there are other ways in 
which such a tenancy may terminate, 
and their gift tax consequences are more 
difficult to fathom under Section 2515(b). 

If a joint estate is terminated by one 
spouse conveying his or her interest in 
the the this 


presumably be a termination whose gift 


property to other, will 


tax consequences can be computed 
under the formula given by Section 


2515(b). For example, the spouses pur- 


chase property as tenants by the en- 


tirety for $40,000. The husband pays 
$30,000, and the wife $10,000. If the 
husband should convey his interest in 


the property to his wife when the prop- 
erty is worth $60,000, he would make a 
gift of $45,000. Since his proportionate 
the (34) 


multiplied by the value of the proceeds 


contribution to consideration 
of the property at the termination of the 
($60,000) amounts to $45,000, 
and this exceeds the amount which he 
received on the 
$45,000, that is the amount of his gift. 


tenancy 
termination (0) by 


If the wife should convey her interest to 
her husband, she would make a gift of 
$15,000, because her proportionate con- 
the the 
property (14) multiplied by the proceeds 
($60,000) amounts to 
$15,000 and exceeds the amount which 


tribution to consideration for 


of the property 
she received on the termination of the 
tenancy (0) by that amount. 


Gifts to third parties 

Suppose, however, that a joint estate 
between spouses in real estate is termi- 
nated by a gift of the joint property to 
some third person. What are the gift tax 
consequences? Suppose that they pur- 
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gift taxation * 


chase the property for $40,000, take title 
as joint tenants, the husband pays the 
entire the property, 
and that the property is worth $60,000, 
when they give it to their son. Apart 


consideration for 


from Section 2515(b), it would appear 
that they have each made a gift of the 
interest which he or she owned in the 
common property. Since each owned half 
of the property, each spouse gives half of 
the property. This solution, of course, 
leaves a gap under the gift tax, since it 
treats the wife as making a gift of an 
interest in property whose acquisition 
was ignored under the gift tax. More- 
over, it sidesteps the formula in Section 
2515(b). 

Under Section 2515(b), if their gift is 
treated as a termination of the joint 
the 
have given the entire value, or $60,000, 


tenancy, husband is considered to 
and the wife is considered to have given 
nothing. This is because the proceeds of 
the termination of the tenancy are the 
fair market value of the property at the 
time it was given away; since the hus- 
band contributed all of the considera- 
tion for the property and gets nothing 
upon the termination of the tenancy he 
has made a gift under Section 2515(b) 
of $60,000. That is, he has made a gift of 
the amount by which the proceeds ($60,- 
000, the fair market value of the prop- 


erty) multiplied by 100%, his propor- 


tionate contribution to the considera- 
tion for the property, exceeds the 
amount which he _ received on_ the 


termination of the tenancy (nothing). 
As a practical matter, since he can 
split his gifts with his wife, it may not 
seem to make much difference whether 
the gift tax consequences of the gift to 
the son are determined by treating the 
spouses as giving away the interests in 
the property which they own immediate- 
ly before the gift, or giving away parts 
of the property proportionate to their 
the 
However, 


contributions to consideration for 
the 


theory 


property. the correct 


here may have more practical 
importance than appears on the sur- 
face. 

Suppose that the husband purchases 
the property for $40,000, and takes title 
in his and his wife’s names as joint 
tenants. Later, 
quarrel, and she gives her interest, which 


is now worth $30,000, to her husband’s 


they have a _ violent 


bitter enemy. Under the formula in 
Section 2515(b), the gift to the wife at 
the time of purchase is ignored, and the 
gift to the enemy is determined accord- 


ing to the spouses’ respective contribu- 
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[Charles L. B. Lowndes is James B. Duke 
Professor of Law at Duke University.] 


tions to the consideration for the prop- 
erty. As a result, the husband—not the 
wife—would be treated as having made 
a taxable gift of $30,000 to his enemy 
($60,000 x 100% minus $30,000 kept). 
This is, of course, fantastic. 

Obviously this transaction should be 
treated for gift tax purposes as what it 
actually is, that is, a gift by the wife of 
her half of the property. The problem 
is how to achieve this result under Sec- 
tion 2515, since under 2515(a) the crea- 
tion of the tenancy is ignored for gift 
tax purposes, and under 2515(b) the hus- 
the the 
entire property. The solution appears to 


band is treated as owner of 
be to regard the wife’s gift both as a 
termination of the tenancy and a gift 
of her interest in the property. Under 
this construction of the transaction, her 
gift of her half to the enemy terminates 
the 
termination, 


joint tenancy. Since upon _ this 


the husband receives only 
half of the property, although he fur- 
nished the entire consideration of the 
property, he has made a gift of half of 
the property to his wife. But the gift by 
wife is the 


joint tenancy, it is also a gift of her 


not only a termination of 
interest in the property to the enemy. 
Therefore, she makes a taxable gift of 
half of the property. This construction 
of the transaction recognizes the trans- 
action for what it actually is. The hus- 
band’s gift, which was not taxed when 
the joint tenancy was created, is taxed 
upon the 


the temination of 


tenancy. 
Moreover her gift is taxed as what it is, 
a gift by her, rather than a gift by her 
husband. 

Not only is this solution more logical, 
it is also more costly. It behooves us to 
analyze all joint tenancy transactions 
very carefully to see whether there is any 
possibility that there is a taxable termi- 
nation hidden away. And termination is 
implicit in some ordinary everyday 
transactions. 

If we are correct in our reading of 
termination according to Section 2515 
(b), it will have to be applied to a gift 
of jointly-owned both 


spouses, as well as a gift by one spouse. 


property by 


For example, if both give the property 
to their son, this transaction will first be 
treated as a termination in which both 
spouses receive part of the proceeds in 
the property equal to their interests in 
the property. There will then be two 
gifts; first, there will be a gift of $30,000 


October 1956 


by the husband to his wife. Then there 
will be a gift of the interests of the hus- 
band and the wife to the son, that is, 
a gift of half of the property to the son 
by each spouse. 


Tax-free exchanges 


Another termination situation pre- 
sents a puzzling question. Suppose that 
the tenancy is terminated in connection 
with a tax-free exchange of the property 
under the income tax. This problem 
seems most apt to arise in connection 
with a tax-free exchange of a residence. 
For example, the husband purchases a 
family residence for $40,000 and takes 
title in his his wife’s names as 
tenants by the entirety. Later they sell 
the residence for $60,000, which they 


and 


promptly reinvest in a new residence. 
What are the gift tax consequences of 
this transaction? Apart from any bearing 
which the income tax may have in this 
the tax consequences 
would be plain. When they sell the resi- 
dence, they terminate the tenancy by 
the entirety. If they divide the proceeds 


situation, gift 


of the sale equally between them, the 
husband will make a gift of half of these 
proceeds or $30,000 to his wife, since he 
paid the entire consideration for the 
residence. 

Under the income tax law, the sale 
and the purchase of the second residence 
are ignored. The new residence is re- 
garded simply as a continuation of the 
original investment in the old residence. 
Nevertheless, it is difficult to see how 
the income tax provision can have any 
effect on the gift tax. Some vague in- 
come tax 


theory or implication can 


scarcely overcome the explicit language 


of Section 
the 
tenancy. 


2515(b) imposing a gift tax 


upon termination of the 


joint 

Although the provisions exempting 
certain exchanges from the income tax 
do not confer gift tax immunity, it 
would appear to be possible to avoid 
a gift tax in connection with a tax-free 
exchange by careful planning. For 
example, if the spouses agree that the 
entire proceeds of the sale of the old 
residence should belong to the hus- 
band, they should be able to escape a 
gift tax. In this case, if the husband sells 
the residence, he will not make any tax- 
able gift, because the amount which he 
receives upon the sale would equal the 
proceeds of the sale multiplied by his 
proportionate contribution to the con- 
sideration for the acquisition of the 
property. When he purchases the new 
residence and takes title in his and his 
wife’s names as tenants by the entirety, 
he would not make any taxable gift 
under Secton 2515(a). It is true that 
this treatment of the transaction makes 
the gift tax consequences turn upon 
form rather than substance, since from a 
substantial point of view the reinvest- 
ment of the proceeds in a new resi- 
dence, which is held under a tenancy by 
the entirety, makes it quite immaterial 
whether the proceeds from the sale 
of the old residence are allocated en- 
tirely to him, or divided with his wife. 
This may not be too undesirable, how- 
the 
the old residence into a new residence 


ever, since after all conversion of 
is more formal than substantial,—a fact 


which is recognized by Congress in 
treating the exchange as tax-free under 


the income tax. w 





Validity of claim against estate deter- 
mined by state court. A New York 


court ruled decedent had made a com- 


pleted gift by oral trust during his life- 


time and ordered the executor to ac- 
count to the donee. The court’s ruling 
is determinative of the validity of the 
claim, and it is allowable as a deduc- 


tion. Nemerov Estate, TCM 1956-164. 


Attorney-decedent’s contingent fee con- 
tract valueless for estate tax. Decedent, 
an attorney, had begun several con- 
tingent-fee matters before his death. The 
work actually performed before death 


was insufficient to justify a quantum 





Notes on new 
this department are by 
Theodore Berger, LL.B., CPA, who 


practices in Chicago. 


estate and gift de- 
cisions in 





meruit recovery, and the possibility of 
recovery could not be valued at date of 
death. Therefore, nothing is includible 
in decedent’s gross estate on account of 
these contracts, although the executors 
received payments over a period of sev- 
eral years. Nemerov Estate, TCM 1956- 
164. 


Claims disallowed or reduced for failure 








of | 
$60, 
and 
a..4 
mal 
dec 
sole 
the 
siste 
not 
on 

tor 

the 
sho 


ser\ 


Joi 
ow’! 
cos 
Ow) 
she 
the 
hal 
esti 
to 

fro 
mo 
pu 
de 
ful 
bo 


IC 


Hi 
fid 
est 
mi 
ga 
lay 
eu 
m: 
we 
wl 
de 
to 
né 


lo 





of proof. Decedent's sister asserted a 
$60,000 claim against the estate: she 
and decedent had been stockholders of 
1 corporation which was _ liquidated 
many years ago. After the liquidation, 
decedent operated the business as a 
sole proprietor. The burden of proving 
the claim was not sustained, since the 
sister failed to show that decedent had 
not accounted to her for the proceeds 
on liquidating the corporation. A claim 
for $15,000 attorney’s fees is reduced by 
$2,500 failure to 
a larger reasonable value for the 
services. Mulconroy, TCM 1956-170. 


the court to upon 


show 


Jointly-owned bonds fully taxable; co- 
owner didn’t prove her contribution to 
cost. Decedent's sister, surviving joint 
ywner of Treasury bonds, alleged that 
she had provided the purchase price for 
the bonds and that therefore only one- 
decedent's 


half should be included in 


state. However, her only evidence as 
to this acquisition was a_ withdrawal 


bank 


1oney one and one-half years before the 


from her account of sufficient 


purchase. The court holds that this evi- 
dence does not rebut the presumption of 
full taxability of the value of these 
onds in decedent's estate. Mulconroy, 


CCM 1956-170. 


Husband and wife found to be bona 
fide partners; only half of assets in his 
estate. During the 45 years of their 
married life, decedent and his wife en- 
gaged in numerous businesses: farming, 
aw practice, hardware store, bakery, 
t Chey had pooled their funds upon 
marriage, and profits of all ventures 
vent into a joint bank account, from 
which both freely drew. On this evi- 
lence, decedent and his wife are found 
to have been bona fide business part- 
ners, half of the partnership assets be- 
onging to each. Neel, CA-10, 7/2/56. 


Community determined. A 


property 


checking account and_ brokerage ac- 
count opened by decedent before his 
narriage are found to be his separate 
much of the 


property. So attorney’s 


fees and executor’s commissions al- 
locable to the surviving wife’s interest 
in the community property is not de- 
ductible. Duncan Estate, DC Tex., 


1/17/56. 


Gift of insurance from insurance-annuity 
package not a transfer with a retained 
life interest. In Le Gierse, 312 U.S. 
531, the Supreme Court held that an 


insurance-annuity package transaction 
must be considered as a unit; amounts 
paid under the insurance portion were 
not tax-free. But the two elements are 
not inseparable for all purposes. Here 
decedent gave away all incidents of 
ownership in the insurance, but re- 
tained the annuity. The court holds 
this was not a transfer with a retained 
life interest; the insurance is not in- 
cludible in her gross estate. Haines 
Estate (Fidelity-Philadelphia Trust Co., 
Exr.) DC Pa., 6/27/56. 


Real-estate trust is not an “association” 
taxable as a corporation. [| Acquiescence| 
Taxpayer-trust was created by the bene- 
ficiaries’ parents, who transferred real 
property for 20 years for the benefit of 
their children and, to a limited extent, 
for the benefit of the mother. The Com- 
missioner asserted that the trust was an 
association subject to tax as a corpora- 
tion. The Tax Court disagrees. The 
beneficiaries could not be regarded as 
jcining together for profit. The prop- 
erty did not come from the beneficiaries. 
Though the trustees were permitted to 
conduct a business, this is still just an 
ordinary trust. Teich Trust, 25 TC 
884, acq., IRB 1956-29. 

Power to distribute trust corpus in 
emergency is equivalent to power to 
revoke. Decedent had created several 
inter vivos trusts in which, as trustee, he 
retained the power to distribute corpus 
to the beneficiaries, his sons, in the event 
of a “special emergency” as determined 
in his sole discretion. In a construction 
proceeding, begun three years after de- 
cecent died, a state court found that 
there was a definite external standard 
of an emergency. This court holds the 
state court powerless to affect a federal 
tax determination. It finds no standard. 
The power is equivalent to one of “alter, 
amend or revoke” and results in inclu- 
sion of the corpus of each trust in de- 
cedent’s gross estate. Hook Estate (Mich- 
igan Trust Co., Exr.), DC Mich., 12 


50/55. 


Charitable deduction for payments to 
student nurses. [Acquiescence] The Tax 
Court holds that a bequest in trust to 
pay a lump sum to each nurse in train- 
ing at a church nursing school was 
contribution, 


a deductible charitable 


though the nurses need not prove 
financial need. There was considerable 
community benefit. Davis, 26 TC No. 67, 


acq. IRB 1956-29. 
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Major tax savings for family 


October 1956 


in use of 


family partnership plus multiple trusts 


by HARRY GRAHAM BALTER 


After a few stormy years, the family partnership now under the 1954 Code is a 


fairly safe tax-minimization device. Its use is especially valuable where multiple 


trusts as partners effect further tax savings. This article discusses how it works under 


the new Code, the advantages and disadvantages of each arrangement; notes on 


choice of trustees, wording of partnership agreement, reasonable compensation of 


partners. 
ie FAMILY desiring to 
affairs to 


finds the family partnership a much 


arrange its 
minimize its tax burden 
more useful device than it has been in 
recent years. Prior to 1951, the law with 
family 


respect to the recognition of 


partnerships was uncertain. As a pre- 
requisite to the spreading of income 
among a family group by the utilization 
of a family partnership, the parties must 
have intended, with a good faith busi- 
ness purpose, to join together in the 
present conduct of the enterprise. ‘Tax- 
payers were generally unsuccessful in 
their attempts to include their minor 
children as partners. When a _partner- 
ship interest was placed in trust for the 
benefit of a minor child, however, the 
family partnership was sustained. 

The family partnership has the obvi- 
ous advantage of permitting income to 
remain in the family group, and at the 
same time spreading it among different 
persons so as to lessen the ultimate tax 
burden by avoiding the higher income 
brackets. Taxpayers seeking to reap the 
benefit of such a device often found its 
tax consequences to be unpredictable, 
and therefore frequently unsatisfactory. 
In an attempt to satisfy the need for 
clarification and certainty, Congress in 
1951 
partnership in provisions which were 
extended to the Internal Revenue Code 
of 1954 in Section 704(e). 


expressly sanctioned the family 


Section 704(e)(1) provides: “A person 
shall be recognized as a partner for pur- 
poses of this subtitle if he owns a capital 
interest in a partnership in which capital 
is a material income-producing factor, 
whether or interest was de- 
rived by purchase or gift from any other 


not such 


person.” Thus, it is no impediment to its 
recognition that a family partnership in- 
terest was created by means of an inter- 
family gift. 


The 1951 requirements 

To qualify as a family partnership, 
the business entity has to meet three re- 
quirements: 

First, capital must be “a material in- 
come-producing factor” in the partner- 
ship. This is a recognition of the con- 
cept that in some partnerships income is 
derived therefore 
transferring such 
property; in contrast, it is clear that in- 


from property and 


can be assigned by 


come resulting from personal services 
may not be assigned for tax purposes. 

It has been suggested that whether 
capital is “a material income-producing 
factor” will depend upon the amount 
of capital, its use, the type of business, 
the type of assets, and the relation be- 
tween income and proprietorship serv- 
ices. The Regulations indicate that this 
inquiry will be a factual one depending 
on the particular circumstances of each 
case. This requirement is said to be 


satisfied, in general, if the operation of 
the business requires substantial inven- 
investment in 
plant, machinery, or other equipment; 


tories or a_ substantial 
but it will ordinarily be insufficient if 
the income of the business consists prin- 
cipally of fees, commissions, or other 
compensation for personal services. 
There would seem to be no difficulty 
with respect to this requirement if the 
existing partnership is engaged in the 
manufacturing business because it would 
therefore have substantial investments 
in plant, machinery, equipment and 
inventories. 

Second, the grandchildren must be 
given a “capital interest” in the part- 
nership. The Regulations state that such 
an interest means one “distributable to 
the owner of the capital interest upon 
his withdrawal from the partnership o1 
upon liquidation of the partnership. 
The mere right to participate in the 
earnings and profits of a partnership is 
not a capital interest in the partner- 
ship.” This language is clear and un- 
ambiguous. Compliance with this rule 
is essential. 

Third, the 


children must be “complete,” in a bona 


transfer to the grand- 
fide transaction which constitutes them 
the “real 


transferred 
partnership interest, of which they must 


owner” of the 
have dominion and control. The reality 
of the transfer is to be determined by 
all the facts and circumstances, and the 
Regulations enumerate various factors 
which will be considered in making the 
determination. Some of these factors are 
controls retained by the donor, partici- 
pation in management by uie donee, in- 
come distributions to the donee, and 
recognition of the donee as a partner 
business. With 
respect to motives the Regulations state: 
“If the reality of the transfer of in- 


in the conduct of the 


terest is satisfactorily established, the 


motives for the transaction are 


gen- 


erally immaterial. However, the pres- 


ence or absence tax-avoidance 
motive is one of many factors to be con- 


sidered in determining the reality of 


of a 


the ownership of a capital interest 


acquired by gift.” 


When partners are minors 

When the above three requisites are 
established a family partnership can be 
validly If we have a 
where the grandchildren are all minors, 
however, problems are _pre- 
sented, the solution of which is neces- 
sary to a complete judicial approval. A 


created. case 


certain 
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minor child, unless competent to man- 
age his own property and participate in 
the partnership activities, generally will 
not be recognized as a member of the 
partnership unless control of the prop- 
erty is exercised by a fiduciary under 
judicial supervision for the sole benefit 
of the child. A minor child will be con- 
sidered competent if he has sufficient 
maturity and experience to be treated 


»y disinterested persons as capable to 
conduct business dealings on a basis of 
equality with adults. If the eldest of the 
grandchildren is only 15 years old, it is 
clear that some, if not all, of the grand- 
children are lacking in sufficient matur- 
ity and business competence to qualify 
is a member of the partnership for tax 
purposes, according to the language of 
the Regulations. Apparently, however, 
if the partnership interests were con- 
trolled for the minors by judicially- 
supervised guardians, the family part- 
nership might be sustained. 

The Regulations indicate that the 
donee’s interest in a family partnership 
can be that of a limited partner, if the 
donee acquires dominion and control 
over the property which must be really 
transferred. The limited partnership 
must be organized and conducted in ac- 
cordance with the applicable state law 
[he limited partner need not necessarily 
contribute services or participate in 
management, but his interest should not 
be substantially restricted in a manner 
inconsistent with the situation normally 
existing between unrelated limited part- 
ners. It would seem that less business 
competence would be required of a 
minor who was merely a limited partner. 
Perhaps, then, the grandchildren, or 
some of them, could become valid 
limited partners. However, it would ap- 
pear inadvisable to create such interests 
until Section 704(e) and the pertinent 
Regulations received judicial interpre- 
tation in this respect. Further, there are 
practical disadvantages in absolutely 
transferring to five minors under the age 
of 16 direct interests in a business, albeit 
as limited partners. Although it is pos- 
sibly remote, there also exists the con- 
tingency that such a limited partnership 
might be taxed as an “association,” since 
management is at least partially cen- 
tralized, and the limited partner’s death 
or disposal of his interest does not 
terminate a limited partnership. (The 
general partner’s death or disposal of 
his interest can terminate the partner- 
ship). 


Probably the most desirable manner 


of effecting the transfer of partnership 
interests to the grandchildren is by 
trusts. A trustee can become a partner 
for tax purposes. Although the donor 
of the partnership interest can be the 
trustee, in such a situation the realities 
of the transfer will be closely scrutinized, 
and it would seem advisable to appoint 
an” “independent” «trustee. The latter 
will ordinarily be recognized as owner 
of the partnership interest, unless rhe 
donor has retained controls inconsistent 
with such a position. 

It is suggested that the grandchildren 
not be given partnership interests “di- 
rectly.” Rather, their interests should be 
placed in trust as being the safest and 
most practical means of effecting the 
contemplated 


family partnership. It 
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might be desirable, however, to transfer 
to the trustee merely limited partnership 
interests. Then the trusts would not be 
subject to unlimited liability, and, fur- 
ther, control and management of the 
business activities would be retained by 
the general partners. 


Restrictions on income allocation 


The income distributions from _part- 
nership earnings are allocated according 
to each partner's “distributive share,” 
which in turn is generally determined 
by the partnership agreement. With 
respect to a family partnership, however, 
there are certain restrictions affecting 
the amount of earnings includible in the 
gross income of the donee of a part- 
nership interest. One is that the donee’s 





A FATHER, John Smith, Sr., and his 
only son, John Smith, Jr., have for 
some years been conducting a_busi- 
ness known as “Smith and Son”, 
which manufactures and sells fireplace 
fixtures and accessories. Many years 
ago the father started the business, 
but when his son graduated from 
college in 1938, he decided to go into 
business with his father. In 1945, the 
business was converted from a sole 
proprietorship to an equal partner- 
ship reduced to a written agreement. 
Based on the net worth of the busi- 
ness, which at that time was $50,000, 
the son contributed sufficient capital, 
some from his savings, some from 
borrowings from his father and 
others, to justify the son the status 
of an equal partner. 

John Smith, Jr., had married in 
1940, and by now he had _ five 
children, all, of course, minors. The 
father, a widower, is 72 years old. 

The father, although advanced in 
years, comes down to the business 
each working day, and resents any 
inference that he should ease up as 
to his participation in the business. 
The business is now substantial, run- 
ning nearly a million dollars a year 
in sales. The expected net earnings 
for 1956, before taxes and _ before 
payment of salaries to father and 
son, will be in excess of $150,000. At 
the present time, the father “draws” 
$20,000 from the business, and the 
son “draws” $30,000. 





TAX PLANNING FOR FAMILY PARTNERSHIP BUSINESS: 
THE ASSUMED FACTS 


For some u'me now, John Jr. has 
been concerned about the tax impact 
as to himself, his father and the busi- 
ness, from the present structure of 
the business, and comes to you for 
tax counsel. 

After interviewing both the father 
and son, besides learning the facts 
stated above, you are convinced of 
the following additional factors of a 
personal nature: 

1. The father does not need more 
than about $10,000, before taxes, a 
year in “drawings” from the business, 
in order to live comfortably. 

2. The son needs about $35,000, be- 
fore taxes, a year in “drawings” from 
the business, in order to meet his 
expenses and to try to build up an 
estate for his family. 

3. The father is unwilling to re- 
duce his proportionate share or 
equity in the business, or his voice in 
the management, as a matter of prin- 
ciple, although: 

a. He is willing to reduce his draw- 
ings from the business to the $10,000 
he needs, and is willing to permit his 
son to draw what he reasonably needs, 
namely $35,000. 

b. The father loves his son and his 
grandchildren, and intends to leave 
everything he owns in the business 
and otherwise to them by way of will, 
or any intervivos arrangement which 
will not reduce his. proportionate 
equity or control in the business, as 
long as he lives, vis-a-vis his son. 
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distributive share attributable to do- 
nated capital cannot be proportionately 
greater than the share of the donor at- 
tributable to the donor's capital. This 
and the third restriction to be discussed 
below exemplify the well-established 
concepts that income from capital shall 
be attributable to the owner of the 
capital, and income from personal serv- 
ices shall be atttributable to the person 
performing the services. 

Another restriction, in the case of a 
limited partnership, is that in the alloca- 
tion of family partnership income “con- 
sideration shall be given to the fact that 
a general partner, unlike a limited part- 
ner, risks his credit in the partnership 
business.”” In criticizing this provision, 
it has been argued that capital should 
receive the same rate of return, not- 
withstanding the greater risk of a general 
partner. 

The 


donee’s share must 


that the 


make allowance for 


third limitation is 
services 
the 
All the facts and circumstances 


‘reasonable compensation for 


rendered to the partnership by 
donor.” 
of the business are to be considered, in- 
cluding the greater managerial responsi- 
bility of some partners, and the amount 
that would ordinarily be paid for com- 
parable services from one not a partner. 

In computing the partners’ distribu- 
tive shares, “guaranteed” salaries of the 
partners are deducted from the gross in- 
come of the partnership. The net income 
is then distributed to the partners, each 
of whom adds his salary to his dis- 
tributive share of the partnership’s net 
income and pays his tax on the total. If 
we assume that the partnership, consist- 
ing of John Smith Jr. and John Smith 
Sr., has anticipated 
$150,000, 


net earnings of 


exclusive of “drawing,” each 
partner has a distributive share of $75,- 
000 because they are equal partners. 

If it is decided to divide the partner- 
ship income into thirds (one for Smith 
Sr., one for Smith Jr., and one for the 
grandchildren), two principal methods 
can be used: One is to continue the past 
method of having John Smith Sr. and 
John Smith Jr. “draw” upon their dis- 
tributive shares as their needs arise, 
rather than receive salaries. The result 
would be that the $150,000 net earnings 
of the partnership would be divided 
three ways—$50,000 to John Smith Sr., 
$50,000 to John Smith Jr. and $50,000 
to the five grandchildren collectively. 
Hence, by avoiding salaries, or keep- 
ing them to a minimum. the bulk of the 
partnership earnings would be divided 
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into thirds, thereby shifting a major 
portion of the income into the trusts 
with a lower tax impact. Beth John Sr. 
and John Jr. would eliminate $25,000 
from being taxed at their higher tax 
brackets. But method will 
satisfy the requirement that the donor 


this not 
of an interest in a family partnership 
must receive “reasonable compensation 
for services rendered to the partnership.” 

The other way to distribute the part- 
nership earnings, and one consistent 
with Section 704 (e) and the pertinent 
Regulations, is to provide for salaries for 
John Smith Sr. and John Smith Jr. They 
estimate that annual amounts of $10,000 
and $35,000 respectively would be satis- 
factory. By deducting such salaries from 
the 
difference of 


pcrtnership earnings, there is a 
$105,000, which, 
divided into thirds, would result in dis- 


tributive shares of $35,000. John Smith 


when 


Sr. would then have taxable income of 
$45,000 ($10,000 plus $35,000); 
Smith Jr. would have taxable income of 
$70,000 ($35,000 plus $35,000); and the 
remaining $35,000 of the taxable income 


John 


would be shifted to the grandchildren. 
On the basis of these particular figures 
it is seen that John Smith Jr. reduces 
his net income only $5,000, while John 
Smith Sr. reduces his net income $30,000 
—the difference being the $25,000 greater 
salary to be received by the former. The 
disparity of income after taxes is not so 
large, however, because John Jr. can re- 
port his income on a joint return. 

It is that the smaller the 
salaries received by John Smith Sr. and 
John Smith Jr. the greater is the tax 


evident 


savings, because more income is shifted 
to the grandchildren. It would seem 
proper that John Jr., who is the more 
active partner, receives a larger salary 
than his father, who is older and con- 
tributes less to the conduct of the busi- 
ness. However, it would seem that the 
salaries of both should be kept at as low 
a figure as would appear to be “reason- 
able compensation,” under all the facts 
and both could 
supplement their actual needs by draw- 
ing on their distributive shares when 
The salaries should not be 
placed at a figure patently inadequate 
and thereby inviting investigation. But 
even if the salaries are later determined 
to be unreasonable, it seems that all 
that would happen is that the distribu- 
tive shares would be reallocated to make 
an allowance for “reasonable compensa- 
Hence, there would be no ulti- 
tax advantage. Of course, the 


circumstances. They 


necessary. 


tion.” 


mate 


Smiths should all be told of this prob- 
lem so as to avoid embarrassment and 
surprise in case the distributive shares 
are subsequently reallocated by the tax 
officials. 


Advantages of partnership and trust 

Many advantages result both generally 
from the transfer of partnership interests 
to the grandchildren, and_ specifically 
from the utilization of multiple trusts to 
effect such a transfer. The principal ones 
are: 

1. The future income attributable to 
the transferred interests will be taxable 
to the grandchildren at lower tax rates, 
rather than as presently to John Smith 
Sr. and John Smith Jr. 
higher tax brackets. 


who are in 

2. By making a present gift to the 
grandchildren of a partnership interest, 
a transfer-tax saving will result because 
the gift tax is lower than the estate tax 
which would be imposed upon such a 
transfer at death. 

3. A further transfer-tax saving would 
result if the partnership continues to 
appreciate in value, since a present gift 
tax would be imposed upon property 
worth less than it will be worth in the 
future. 

4. By 
partnership interests in trust, the family 


placing the grandchildren’s 
partnership arrangement has a greater 
possibility of being held to be valid. 

5. Since a trust is treated as a separate 
taxable entity, the creation of multiple 
trusts for the grandchildren will result 
in the diffusion of their share of the 
partnership income among the various 
separate trusts; the progressive feature of 
the income tax rates can be circum- 
vented, to a greater or lesser degree, de- 
pending upon the number of trusts. 

6. If at 
created for each of the grandchildren, 


both John Smith Sr. and John Smith 


least one separate trust is 


Jr. would be able to obtain an annual 
exclusion of $3,000 with respect to each 
grandchild, who, as beneficiary, would 
be considered the donee of the gifts. 
There might be some question as to this 
if all 
beneficiaries of the same trust. 


the grandchildren were made 


Disadvantages 

The disadvantages of transferring a 
interest to the ‘grand- 
children, particularly if multiple trusts 
are employed to accomplish this pur- 


partnership 


pose, are the following: 
1. To the extent that the partnership 
is transferred to the grandchildren, John 
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Smith Sr. and John Smith Jr. will lose 
ownership and some control over the 
business and its operation. The grand- 
children must be given, absolutely, a 
capital interest; the mere right to par- 
ticipate in the earnings and profits is 
insufficient. 

2. By making a transfer of an interest 
in the partnership now, rather than at 
death, the grandchildren will not acquire 
1 stepped-up basis reflecting the appre- 
ciation now foreseen in value of the 
partnership assets. 

}. By placing the interests transferred 
to the grandchildren in trust, the $3,000 
annual exclusion will be sacrificed if the 
transfers are “gifts of future interests in 
property.” This can be avoided, how- 
ever, by permitting the property and the 
income therefrom to be expended by, or 
for the benefit of, the grandchildren be- 

wre they attain 21 years and, to the 
xtent not so expended, to be passed to 
them on attaining 21 years as provided 
in 1954 Code Section 2503(c). 

There are additional costs in estab- 
trust entities, and in- 


lishing 


separate 


creased administrative inconvenience 
nd expense incident to the existence 


nd maintenance of a number of small 


trusts. 
Chere always exists the possibility 
hat if too many trusts are created the 
ole scheme might be attacked. They 
might be considered as if they were 
merely one trust, or some lesser number 
than were actually set up; this would 


clearly reduce the tax advantages. If 
the alternative, however, is to establish 
ye trust with the grandchildren as 
beneficiaries as a class, nothing would be 
ost by utilizing multiple trusts. Even 
if the multiple trust plan were struck 


it would seem that the worst that 


aow! 


ould happen is that they would be 
reated as a single trust. Of course, in 
ny case the requirement for a valid 
family partnership must be complied 
6. There exists the further possibility 
unless the trusts are properly formu- 
lated the income from the interests pur- 
portedly transferred to the _ grand- 
children will be attributed to the trans- 
rerors 


Or the transfer might be con- 


sidered incomplete and they might 
therefore be caught in the estates of the 
transferors upon death. Careful drafts- 


manship can avoid these problems. 


Use of multiple trusts 


Multiple trusts can be utilized in 


various arrangements, some of which 
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[Editor’s note: The accompanying article is the product of an investigation of this 


subject by a class in Advanced Tax Problems conducted by Professor Ralph S. Rice 


at the School of Law at the University of California at Los Angeles under the 


guidance of Mr. Balter. It is similar in nature to the “Clinical Demonstration of 


How to Handle a Tax Fraud Investigation” published in our August 1955 issue. 


- This is how it was done. Mr. Balter presented the group with a practical prob- 


lem in tax planning for a family partnership business. The group was divided into 


five teams, each preparing a draft solution to the problem. Mr. Balter then reviewed 


these, pointing out strengths and weaknesses in the proposed solutions. Then two 


members, Herbert Solomon of San Diego and Norman Stevens of Los Angeles, 


wrote a comprehensive report, published here, on the problem based on the 


joint study. The article is intended to be provocative rather than definitive; its 


usefulness in specific cases will depend upon the applicability of suggested courses 


of action rather than exhaustive research on individual points. The facts on which 


the proposals are based are set forth in the box on page 213. 
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will result in a greater tax advantage 
than others. 

If there are five grandchildren, one 
trust can be established for each of the 
grandchildren, with the same _ trustee 
(it would be convenient and more prac- 
tical for all the trusts to have the same 
trustee) as the partner of John Smith 
Sr. and John Smith Jr. The income 
attributable to the interests transferred 
to the grandchildren would then be 
divided among the five separate taxable 
entities, thereby reducing the applicable 
This 


commend it, and 


income tax rates. method has 


simplicity to unless 
relatively large amounts of money are 
involved might be the most practical and 
feasible. 

A slight variation of this plan is to 
create one “parent” trust, the trustee of 
which would be the partner, and a “‘sub- 
trust for 
The 


earned by the “parent” trust each year 


sidiary” each grandchild as 


beneficiary. partnership income 


could then be distributed to the “sub- 


sidiary” trusts, one-fifth to each. The 


taxable result would be the same as 
above, because so long as the “parent” 
trust is required to distribute all of its 
income each year, the “subsidiary” trusts, 
as beneficiaries, and not the “parent,” 
will have the income tax burden. This 
variation allows the grandchildren’s in- 
terests to be represented by one trust. 
Another possibility is related to the 
five-year throwback of Section 666 which 
provides, in substance, that any distribu- 
tion by a trust to its beneficiary of an 
trust’s dis- 
tributable net income for that year shall 


be deemed to have been distributed in 


amount in excess of the 


the five preceding taxable years to the 
extent that such amount does not exceed 
the undistributed net incomes for those 
prior five years. The purpose of this 
section is to outlaw the practice of hav- 
ing a trust pay tax on current income at 
a relatively low rate, and then distribute 
that income to the beneficiary during 
any of the following five years tax free 
If the current income was distributed to 
the beneficiary in the same year as it was 
received by the trust, the beneficiary in 
the higher bracket and not the trust 
would have the tax burden. 
Theoretically, it would be possible to 
use the multiple-trust device to circum- 
vent the application of the five-year 
throwback. The partnership interest in- 
tended for the grandchildren could be 
transferred to Trust A, which would be 
the new partner. Seven trusts for each of 
the grandchildren would then’ be 
created. The first year Trust A would 
distribute its share of the partnership 
net income to one of each grandchild’s 
seven trusts, in equal shares. The next 
year Trust A would likewise distribute 
its partnership income to the second 
of each grandchild’s seven trusts. This 
would continue for seyen years, Trust 
A’s income being distributed to a dif- 
ferent one of each grandchild’s trusts 
each year. In the seventh year the in- 
come distributed by Trust A to the first 
of each grandchild’s seven trusts could 
be paid over to such grandchild without 
him. In the 
eighth year the cycle would begin again, 


the payment of tax by 


Trust A distributing its partnership in- 
come to the first of each grandchild’s 
small trust, which paid over the ac- 
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cumulated income the year before. In 
this eighth year each grandchild’s second 
trust would pay over the accumulated 
income to him; and this procedure could 
The 


would always be taxed at the lower 


continue year after year. income 
bracket of the small trusts, since the dis- 
tributions to the grandchildren would be 
made only after the five-year period of 
Section 666 had elapsed. 

that 
useful 


only if the grandchildren had other in- 


It should be noted, however, 


this elaborate scheme would be 
come. If they did not, no advantage 
would be gained because even if there 
were only one trust for each of them, the 
tax on each grandchild’s share of the 
partnership income would be the same 
as it would be if one of the seven trusts 
paid it. No advantage is to be gained 
merely by avoiding the five-year throw- 
back unless the tax rate applicable to 
the trusts is less than that applicable to 
the children. 

Another means of avoiding the five- 
year throwback with multiple trusts is 
to accumulate the income in five trusts, 
one for each of the grandchildren, and 
when each attains 21 years, to pay to 
him the income which has accumulated 
within the past five years. With respect 
to the income accumulated prior to the 
previous five years, the grandchildren 
themselves will never have to pay tax 
upon it, because the throwback does not 
extend that far. And as to the income 
accumulated within the five years prior 
to attaining 21, Section 665(b)(1) pro- 
vides that this is not caught within the 
throwback rule either. 

Another method whereby trusts could 
accumulate the partnership income and 
also avoid the application of the five- 
year throwback would be to set up a 


sufficient that no 


number of trusts so 
more than $2,000 afte 


earned by 


taxes would be 
each trust per year. For 
example, assume that the earnings of the 
partnership will be $120,000 after sal- 
aries are paid to John Smith Sr. and 
John Smith Jr. If one-third is attributed 
to the grandchildren, then $8,000 will 
be earned by each of the five grand- 
children 

A “parent” trust could be set up, as 
the partner, and eight other trusts estab- 
lished for each grandchild. One year 
the “parent” trust would distribute the 
$8,000 
grandchild to four of the trusts and in 
the second year it would distribute the 
$8,000 to the other four trusts. In the 


alternate years, the four trusts which had 


earnings attributable to each 
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received the distribution the year before 
would pay over the $8,000 less taxes the 
trusts had to pay to the grandchild. 
Since the amount carried over and paid 
to each grandchild every year is never 
more than $2,000 with respect to any 
one trust, the five-year throwback is in- 
applicable. 

Another advantage resulting from the 
use of this scheme is that the minimum 
tax rate of 20% is applicable to incomes 
of $2,000 and lower, and tkus all the 


partnership income earned by the 
children would be taxed at the very 
lowest rates. Since there will be taxes 


of 20% amounting to $400 for each 
trust (disregarding for purposes of dis- 
cussion the $100 exemption in 642(b)), 
$1,600 will be left to distribute 
each year. Hence, more partnership in- 


about 


come can be channeled into each trust. 
This plan might require fewer trusts, 
depending upon how much income is 
earned each year. 

To carry the multiple-trust device to 
its tax-saving extreme, a separate trust 
could be set up for each $100. of income 
attributable to the grandchildren. In 
this way, each trust would pay no taxes 
because of the $100 personal exemption 
in Section 642(b). They could each then 
distribute their $100 income the follow- 
ing year to the grandchildren, who also 
would not have to pay any taxes because 
the five-year throwback is inapplicable 
to amounts less than $2,000 which are 
carried over to another year in which 
they are distributed. 

Whether these methods of utilizing 
multiple trusts would be appropriate is 
partially dependent upon the amount of 
income to be attributable to the grand- 
children from the partnership each year. 
As previously mentioned, there would 
be no advantage in avoiding the five- 
year throwback unless the grandchildren 


have other income and thus are in a 
higher tax bracket. Moreover, a vital 
consideration is the expense and _in- 


convenience incident to the various de- 
vices. Clearly, the tax-savings must be 
greater than the increased expenses in- 
volved before one of these plans should 
be adopted. Indeed, the savings should 
be substantial in of the incon- 
venience of having a number of small 
separate trusts. A critical factor to con- 
sider is whether a particular plan will 
stand up in court. Plans involving a 
large number of relatively small trusts, 
with 


view 


correspondingly small corpora, 
might be subject to vigorous attack by 


the Commissioner. He would probably 


argue that the court should look through 
the form to the substance of the arrange- 
ment. It is noteworthy, however, that no 
has been has held 
the use of multiple trusts to be im- 
proper, or has placed a limit upon the 


case found which 


number of trusts which can be em- 
ployed. 
At least one trust for each of the 


grandchildren should be created so as 
to reduce the higher tax incidence which 
would result from the bunching of all 
their income into one taxable entity. 
Moreover, the five-year throwback is in- 
applicable to accumulations during theit 
minority. 


Creating multiple trusts 

lo create multiple trusts, either one 
or many trust instruments can be used. 
The intent of the parties is decisive. 
If there are many separate trusts with an 
undivided interest in the same fund, a 
single instrument may be appropriate. 
The and 
venience of separate instruments must 
be weighed against the possibility that a 
single instrument might be construed as 
creating a single trust, especially if many 
of the trusts are nearly identical. Cau- 


additional expense incon- 


tion dictates that separate instruments 
be utilized at least with respect to dif- 
ferent trusts the 
beneficiary. 


which have same 
And 
where one instrument is used for more 


than 


grandchild as _ their 


one trust, it must be drafted so 
that it will unequivocally demonstrate 
an intent to create separate trusts. 
Whether one “parent” trust is set up 
as the partner, or a greater number of 
smaller trusts are directly made partners 
of John Smith Sr. and John Smith Jr., 
it would seem advisable to make such 
trust or trusts a limited partner o1 
partners. This would protect the trusts, 
and thus the grandchildren, from un- 
limited liability. It would also allow 
John Jr. and John Sr. to retain control 
and management of the partnership ac- 
tivities. 
The 
drafted so that the trusts have sufficient 


trust instruments should be 
powers and rights to enable the arrange- 
ment to qualify as a bona fide family 
partnership under Section 704(e) and 
the pertinent Regulations. 

A very important consideration, both 
practically and taxwise, is who is to be 

It would be 
economical to have 
the same trustee as fiduciary for all the 


trustee or trustees. con- 


venient and also 
trusts. But the disadvantage is that con- 


trol of one-third of the partnership is 
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lodged in one person. Hence, it might 
be more advisable to have two or three 
trustees or perhaps even more, depend- 
ing upon all the circumstances. 


Who shall be trustee? 


It is suggested that the trustee or 
trustees be “independent” of John Smith 
Sr. and John Smith Jr. Three reasons 
are involved: 

l. The 


transactions 


Regulations provide that 


between members of a 
family will be closely scrutinized.” Al- 
though a trustee can be a partner in a 
family partnership, the arrangement has 
a greater chance of success if the trustee 
is independent. Even the grantor of the 
eift can be the trustee, but there are 
restrictions which would suggest that an 
independent” trustee be appointed so 
as not to jeopardize the entire family 
partnership. 

2. Under the so-called Clifford  sec- 
tions of the 1954 Code (671-677), the 
erantor will be treated as the owner 
of the property given in trust (and thus 


he recipient of the income accruing 
thereto) if certain powers or interests 


are retained. If the grantor or other 


nonadverse parties have the power to 
control the beneficial enjoyment of the 
property or to revoke, or if the grantor 
retains a reversionary interest or can 
have access to the income from the 
corpus, he will be treated, with certain 
exceptions, as owner of the trust. Al- 
though certain powers can be retained 
by the grantor or be given to a non- 
independent trustee, the instrument 
must be carefully drafted so as not to 

nder ineffective the transfer insofar 
is it was intended to shift the taxable 
income to the grandchildren. 

). The trust property will be caught 
in the estates of the grantors, John Smith 
Sr. and John Smith Jr., if they retain 
certain rights and powers over the trans- 
ferred partnership interest. If the 
grantor (even in conjunction with an 


adverse party) retains the power to 


designate who shall enjoy the property 


or 1 


s income during the grantor’s life, 
or to revoke, alter, amend or terminate 
the trusts, the property will be caught 
in the grantor’s estate at death. 

In order to ensure that all of these 
pitfalls are avoided, it seems advisable 
to appoint an independent trustee. 

Che trust instruments should recite 
life’’ purposes for the transfers to the 
grandchildren so as to reduce the pos- 
sibilities that the gift will be considered 
to be in contemplation of death, if John 


Smith Sr. or John Smith Jr. dies within 
three years. 

If both John Smith Sr. and John 
Smith Jr. are to obtain the gift tax 
exclusion of $3,000 as to each grand- 
child, at least one trust for each grand- 
child should provide that the property 
and its income can be expended by, or 
for the benefit of, 
fore his attaining 21 years, and to the 


the grandchild be- 


extent not so expended will pass to him 
on attaining 21 years under Section 2503. 

To protect the trusts from being 
treated as only one trust (or only a few), 
they should be kept separate to the ex- 
tent that it is practical. For example, 
the bank accounts and records of each 
should not be commingled. 

Another way to maintain the in- 
dividuality of the various trusts is to 
make each as different as is possible, 
especially if the same grandchild is bene- 
ficiary of more than one trust. This can 
be accomplished by establishing a dif- 
ferent combination of remaindermen 
and by changing some of the provisions 
in the various trusts. The trusts might 
have different termination dates; some 
might have spendthrift provisions and 
others not; some might be primarily for 
a specific purpose, e.g. education, or 
insurance, etc. Thus, the trust instru- 
ments should have provisions which 
justify the existence of many trusts for 
the same grandchild, to substantiate the 


particular multiple-trust device utilized. 


Cautions on partnership agreement 
There are a few other points which 
should be recognized in drafting the 
partnership agreement. As_ previously 
mentioned, one of the most critical fac- 
tors with respect to th utilization of a 
family partnership as a tax-saving device 
is that the donors must receive “reason- 
able compensation.” The partnership 
agreement should specifically state why 
the salaries of John Smith Sr. and John 
Smith Jr. are to be disproportionate to 
their equity holdings in the partnership. 
It would also be wise to recite economic 
bases for the dollar amounts of each 
salary. The partnership agreement 
should provide that the amount of the 
salaries can be changed by amendment, 
thereby giving flexibility to adjust to 
changing circumstances. It should also be 
provided that the profit-and-loss ratio is 
not to be affected by the disparity in 
salaries. Furthermore, if it is decided to 
establish a limited partnership, the pro- 
visions of the state law on limited part- 
nership must he complied with. 
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The trustee should be able to invest 
the property of the trusts together, so 
as to take advantage of the most favor- 
able investment opportunities. He should 
also be given discretion to use the in- 
come and corpus for the benefit of the 
grandchildren as the need arises, and to 
shift property from one trust to an- 
other if he deems it to be necessary. 
Moreover, he should be empowered to 
create new trusts for afterborn grand- 
children and to shift property from the 
existing trusts to the new trusts, as the 
circumstances require. 

The most critical timing considera- 
tion is with respect to the federal estate 
tax. It is advisable to effect the transfer 
of the interests to the grandchildren 
as soon as practicable, because if either 
of the donors dies within three years 
from the date of the transfer it will be 
presumed that the gift was made in con- 
templation of death. If this presumption 
is not rebutted, the transferred prop- 
erty will be caught in the estate of the 
donor. 


New decisions 





Partner not entitled to sick-pay exclu- 
sion. Amounts paid by a partnership to 
a salaried partner who is absent from 
his partnership work because he is ill 
or was involved in an accident are not 
exempt from tax. They are not wages. 
Rev. Rul. 56-326. 


Another extension granted for election 
to file as partnership. The IRS will 
grant any unincorporated organization 
entitled to make the election under Sec- 
tion 761(a) for the filing of partnership 
returns or other information in lieu 
thereof, an extension of six months from 
the due date prescribed for filing such 
returns. Rev. Proc. 56-9 revised. Special 


Announcement. 


Family partnership invalid; control not 
changed. In 1942, taxpayer bought out 
his wife’s share in their community 
business and gave her notes. A year 
their 
children and made the business a part- 


later, they created trusts for 
nership, to which the trusts contributed 
their assets and the wife some of her 
notes. All transactions of the partner- 
ship required taxpayer's consent. The 
district court refused to recognize the 
partnership and taxed all the income 
to taxpayer because there was (1) no 
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change of control; (2) the right of the 
managing partner to terminate; (3) lack 
of court supervision of the trusts; (4) no 
expectation that the children would 
join the business; and (5) a large salary 
paid to the taxpayer. This court affirms. 


Smith, CA-9, 7/23/56. 


Stockholder taxed on wife’s share of 
partnership 
hotel. 


operating corporation’s 


Taxpayer owned 51% of the 
stock of corporation owning and operat- 
ing a hotel; the manager owned 47% 
The corporation leased the hotel to a 
partnership in which the manager had a 
47%, interest, taxpayer's wife 47%, and 


manager 6%. The Com- 


the assistant 
missioner taxed the wife’s partnership 
income to taxpayer. The court agrees. 
The lease to the partnership was termin- 
through 


able on 60 days’ notice and 


his 51% ownership taxpayer controlled 


the lessor. The wife’s money was used 
for household expenses and payment of 
some of the husband’s debts. The in- 
Price, Gt. “Gis 


come was really his 


7/12/56. 
Trust for 
partner to extent of fair earnings on 


child recognized as limited 


capital. Taxpayer created an irrevocable 
trust for his son, named his attorney as 
trustee and transferred $20,000 from a 
construction partnership being dissolved. 
As expected, the trustee invested the 
$20,000 in a new limited partnership be- 
ing formed by most of the old partners 





Organization exempt from income tax 
as club is necessarily subject to club 
dues. The determination that an organ- 
ization is a club exempt from tax as 
organized exclusively for pleasure and 
recreation controls the classification of 
the organization as a club for social and 
athletic purposes. Rev. Rul. 56-334. 

Basis for brick and tile clay depletion 
includes all treatment processes to point 
of shipment. In determining the gross 
income subject to percentage depletion 
in the case of brick and tile clay, the 
Commissioner used a formula which ex- 
cluded profits allocated to certain proc- 
esses which were allegedly manufactur- 
ing and not mining processes. The court 
holds that the term “ordinary treatment 
processes” found in the Code includes 
all processes up to loading for shipment. 
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plus some new ones. The court finds a 
genuine gift and that the trust was 
a bona fide partner. Although it was 
proper to allocate only 17144% of the 
profit to services (all the managing part- 
ners were also engaged in other busi- 
nesses), part of the earnings on capital 
should have been attributed to assets 
supplied by the old partnership. Upon 
this recomputed profit, the trust is 
properly taxable. Walberg, DC Calif., 


6/22/56. 


Partners had ordinary income to with- 
drawal date though entire interest was 
sold for round amount. Taxpayer was 
a member of a partnership reporting on 
1948, 
he withdrew from the partnership; an 


a January 31 year. In October 


inventory was taken then and his share 
of the profit to date determined. His 
interest in the partnership, including 
that profit, was determined to be some 
$50,000, and this was the agreed sales 
price paid upon formal sale agreement 
the following January. Taxpayer ar- 
gued that he should be taxed on part- 
nership income of only his “salary” and 
“interest” from February to October, on 
the ground that he did not share in 
profits otherwise for that year—the 
$50,000 was for sale of a capital asset. 

The Tax Court followed the partner- 
ship return originally filed and taxed the 
partner on his share of the profits to 
October, as determined then. This court 


affirms. Leff, CA-2, 7/31/56. 





Reliance Clay Products Co., DC Tex., 


5/12/56. 


Depletion of clay computed on sales as 
brick. Following the Cherokee Brick Co. 
case (binding on it), the court holds 
that raw clay is not a commercially- 
marketable product. Therefore percent- 
age depletion is computed on the sales 
value of the clay after it has been made 
into brick. Merry Brothers Brick & 
Tile, DC Ga., 7/3/56. 


Incidental educational activities do not 
qualify for extra 10% 
contribution deduction. Some organiza- 


organization 


tions which are primarily organized for 
other purposes may carry on educational 
activities. Thus a research organization 
may train scientists and even award ad- 
vanced degrees. However, such organiza- 


tions do not qualify as educational in- 
stitutions so as to entitle their contribu- 
tors to the additional 10% deduction 
permitted for gifts to churches, educa- 
tional institutions or hospitals. Rev. Rul. 
56-262. 


NYU feeder tax-free under pve-1951 law. 
Taxpayer was formed for exclusively- 
charitable purposes in 1948 by NYU’s 
general counsel. He held the stock, but 
all income was to go to NYU. As ar- 
ranged, it borrowed $900,000 from a 
bank as down-payment on the purchase 
of an established shoe business. Appar- 
ently, it bought the stock of the operat- 
ing company for about $5 million from 
its owners. By the end of 1951, all the 
been paid. But NYU got 
nothing during these years; all income 


debt had 


was applied to debt. The court holds 
that taxpayer is exempt; the 1951 law 
taxing feeders henceforth specifically 
provided that feeders are exempt for 
prior years. Knapp Bro. Shoe Mfg. 


Corp., Ct. Cl., 7/12/56. 


Free library supported in part by town 


owns utility; no tax exemption for 
utility. The Code exempts income of a 
public utility which accrues to a state 
or subdivision. The town of Fairhaven 
claimed refund of the income taxes paid 
Water 


whose stock was wholly-owned by a 


by the Fairhaven Company, 
library given to the inhabitants of the 
town. Although the library had a sub- 
endowment, the town 


stantial con- 


tributed annually to its budget. The 
court holds the library is independent 
of the town; the exemption is not ap- 
plicable. Fairhaven Township, Ct. Cl., 


7/12/56. 


Legion post subject to wagering tax; 


Section 101 exemption inapplicable due 
to size of pool. Upon enactment of the 
wagering tax, the Legion post entered 
into a joint venture with two indi 
viduals who had previously operated 
lotteries to operate them as a Legion 
enterprise. One lottery was a wagering 
pool as to which, the court finds, the 
law allows no exemption. While the 
other was a lottery, the Legion’s exemp- 
tion from income tax, under Section 
101 of the 1939 Code, does not prevent 
tax. The lottery was of such size as to 
make the activities for which the exemp- 
tion was granted 


portance to the 


secondary in im- 
which 
Edgewood 


purposes for 


exemption was claimed. 


American Legion, DC Ind., 7/9/56. 
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Unexercised stock options acquired 


through death are still a tax trap 


7OUR EDITOR wrote a short note on the 
Y surprisingly unsettled state of the 
law on stock options for the ABAJ in 
May. We'd like to have you read it too, 
and then note in connection with it an 
excellent warning which the Irving 
lrust Company printed in a recent is- 
sue of its Bulletin. 


Death and options 

[here is surprisingly little authority 
dealing with the income-tax  conse- 
quences of exercising options acquired 
by reason of another’s death. Options 
created by the decedent must be differ- 
entiated from those exercisable by him. 
{nd of the latter group, options which 
had been acquired by the decedent as 
in incident of employment present their 


own special problems. 


Options created by decedent 
J. Gordon Mack, 3 TC 390 (1944), 
taxpayer's father’s will gave him a ten- 


year option to purchase certain stock at 


about half of its market value. Taxpayer 
exercised the option in part and then 
sold the shares so acquired at a price 
considerably above his cost. On his in- 
come-tax return he included in his basis 
for the stock the value at his father’s 
death of the allocable portion of the 
option plus the cash paid for the stock 
on exercise of the option, with the re- 
sult that he reported a small loss. A 
divided Tax Court, however, held that 
the taxpayer had sold only stock and 
that he had realized a gain, because his 
cost for the stock was less than his sale 
proceeds. Since he had not sold the op- 
tion, which was not transferable, his 
basis for the option could not be added 
to his basis for the stock. 

[he decision was affirmed by the 
Third Circuit. Mack v. Commissioner, 
148 F.2d 62 (3rd Cir. 1945), cert. den. 


22 


326 U.S. 719. The affirmance was rested 


solely on the authority of Helvering v. 
San Joaquin Fruit & Investment Com- 
pany, 297 U.S. 496 (1936). The question 
there was the basis for computing gain 
or loss on the sale of real estate which 
the taxpayer had acquired in a tax-free 
exchange. In 1906, the taxpayer’s trans- 
feror had leased the property with an 
option, exercisable ten years later, to 
purchase the fee. By March 1, 1913, the 
property had greatly increased in value 
over the option price, and in 1916 the 
transferor exercised the option. Tax- 
payer claimed the March 1, 1913, value 
as its basis, rather than the option price 
which had been paid by its transferor. 
The Supreme Court held that while the 
option itself was 


“ 


property, it was 
. admittedly not the same property 
as the land .. . the capital asset, sale of 
which resulted in capital gain. This was 
not an asset of the taxpayer prior to the 
exercise of the option. We think it clear 
that there was no combination of two 
capital assets (the option and $200,000 
of cash), to form a new capital asset (the 
land) which was subsequently sold at a 
profit... .” 

Both the San Joaquin case and the 
Mack case were recently distinguished 
in W. Winne Cadby, 24 TC No. 97 
(1955). There, as in the Mack case, tax- 
payer’s father’s will provided for the 
sale to taxpayer of certain stock at a 
price far below fair market value. In 
this case, however, instead of exercising 
his option, taxpayer sold it for cash. 
The court agreed with him that his 
basis for the option was the date-of- 
death value of the stock less the option 
price. Regarding the San Joaquin and 
Mack cases, Judge Opper wrote: 

“The distinction between the sale of 
an option, and of property acquired by 
exercising it, is thus clearly apparent 
from the only authorities said to be in 


point. And here petitioner did the for- 
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mer. The option was property. It had 
value. See Helvering v. San Joaquin 
Fruit & Investment Co., supra. It ac- 
quired a basis by virtue of its transmis- 
sion by inheritance. See Bell’s Estate v. 
Commissioner, (CA 8) 137 F.2d 454; 
McAllister v. Commissioner, (CA 2) 157 
F.2d 235, certiorari denied, 330 U.S. 826. 
And it was sold. We reject the notion 
that its basis was necessarily zero.” 

If an inherited option has a basis 
when sold, why not when it is exercised? 
Why should an heir pay a greater in- 
come tax when he sells stock acquired 
under an option created by will (in 
which case he has paid something for 
the stock) than when he inherits the 
stock itself (in which case he has paid 
nothing for it)? Yet this illogical result 
apparently obtains under the law as it 
now stands. 


Options exercisable by decedent 


Suppose at the date of his death a 
decedent owned a “‘call” on stock. If the 
call is sold by the executor, its basis is 
clearly its value at the date of death! of 
the decedent. If, however, the call is 
exercised by the executor, what is the 
basis for the stock? But for the San Joa- 
quin and Mack cases the correct answer 
would appear to be the amount paid for 
the stock, plus the value of the call 
the date of the decedent’s death. The 
cited cases, however, appear indistin- 
guishable; an option exercisable by the 
decedent is just as distinct from the 
stock as is an option created by the dece- 
dent. 

But that proves too much, for an 
option is equally distinct from the stock 
when it is exercised by the original 
optionee; yet his right to add option 
cost to option price of the stock does 
not seem ever to have been questioned 
(GCM 7246, VIII-2 CB 80; GCM 7420, 
IX-1 CB 80). An inherited option should 
be no less favorably treated. 


Options owned by decedent 

The unfairness of the Mack rule is 
magnified in the case of options owned 
by the decedent. Testators can avoid the 
harshness of that decision simply by not 
giving options in their wills, but they 
cannot always avoid dying possessed of 
options which they bought. The Mack 
case, if not overruled, should be limited 
to its facts. The San Joaquin case, deal- 
ing as it does with a March 1, 1913, val- 


1In the interest of simplicity, the term “‘date-of- 
death value” is used herein to include value at 
any optional valuation date. 
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uation basis, should be allowed to die 
in peace. 


Employee stock options 


The problem of what income-tax con- 
sequences flow from the exercise of an 
employee’s stock option following his 
death has been answered in part by 
Congress. Employee stock options fall 
into two classes: non-restricted or non- 
statutory options, and restricted stock 
options, dealt with in Section 421 of the 
1954 Code. 

1. Non-restricted stock options. If an 
employee's non-restricted stock option is 
exercised following his death, the spread 
at date of exercise would appear to be 
“income in respect of a decedent” under 
Section 691. Under Section 1014(c) the 
option does not acquire a basis of date- 
of-death value. Thus the value of the 
option would be subject to estate tax 
and its exercise would usually give rise 
to ordinary income in approximately the 
same amount as income in respect of a 
But 


sounds. Section 691l(c) allows a deduc- 


decedent. this is not as bad as it 
tion in the year of exercise of the option 


for the estate tax attributable thereto. 
And the income tax value of the exer- 
cised option is apparently includible in 
the basis of the stock. 

2. Restricted stock options. Under 
130A of the 1939 Code, the 


favored treatment given “restricted stock 


Section 


options” was available only to the em- 
ployee and ceased with his death. In 
enacting the 1954 Code, however, Con- 
gress felt that “the untimely death of an 
employee should not penalize his estate 
or beneficiaries by denying an option 
the status of a ‘restricted stock option’ 
merely because of the employee’s death” 
(Sen. Rep. No. 1622, 83d Cong., 2d Sess. 
59 (1954). Section 421 accordingly pro- 
vides that the exercise of a restricted 
stock option by the estate or beneficiary 
of a deceased employee has the same tax 
consequences, with two exceptions, as if 
the employee had exercised the option. 
The exceptions are: (a) The holding 
period and employment provisions do 
not apply in the case of an exercise fol- 
lowing death; and (b) any transfer of 
the stock acquired by exercise of the 
option is considered a “‘disposition,” so 
that in the case of an 85%-95% option 
some ordinary income is realized. To the 
extent that ordinary income is realized, 
a deduction is allowed for the estate tax 
attributable to such portion of the value 
of the option. Thus, no deduction is 
allowed for the estate tax attributable to 
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the inclusion of the value of a 95% op- 
tion in the employee’s gross estate, and 
the deduction in the case.of an 85%- 
95% option is limited to the estate tax 
attributable to the amount later taxed as 
ordinary income. (Section 421(d)(6)(B); 
see also Section 1. 421-5(d)(3)(ii) of the 
proposed Regulations.) 

These provisions are apparently de- 
signed to assure that the consequences 
of exercising a restricted stock option 
will not be changed by reason of the 
employee’s death. Unfortunately, how- 
ever, the statute falls short of its mark. 
If a restricted option is exercised by the 
employee during his lifetime, Section 
1014 provides a stepped-up basis for his 
stock. But, when exercise follows death, 
Section 1014(d) specifically precludes a 
step-up in basis over the option price 
despite the estate tax paid on the value 
of the option. Instead the Code merely 
provides the limited and incomplete de- 
duction for estate tax paid on part of 
the value of an 85%-95% option. The 
basis is increased by the amount taxed 
as ordinary income in the case of an 
85%-95% option. 

To remedy this apparently unintend- 
Taxation Section of the 
American Bar Association has proposed 


ed result, the 


retroactive amendments to Sections 1014 
and 421. They would make Section 1014 
apply specifically to restricted stock op- 
tions, so that date-of-death value of such 
options would be includible in the basis 
of the stock. In the case of 85%-95% 
options, the amendment eliminates the 
present provision in Section 421(b) per- 
mitting increase in basis by the amount 
includible, thus 
avoiding a double addition to basis in 
such cases. See Program and Committee 
Reports, 1955, Bar Associa- 
tion, Section of Taxation, page 25. See 
also HR 7193, 84th Cong., Ist Sess., in- 
troduced July 6, 1955, to the same effect. 


of ordinary income 


American 


Tax advantages of early exercise 

The Irving Trust Bulletin discussed 
this subject, admonishing the tax man in 
these words: 
holds a 
valuable restricted stock option should 


\ corporate executive who 
give serious consideration to substantial 
federal tax advantages which may flow 
from early exercise of the option, par- 
ticularly where the market price of the 
stock has risen substantially above the 
price payable to the company on exer- 
cisee of the option. The advantages of 
early exercise of the option depend 
upon the effect of some of the technical 


features of the tax law. A study of these 
features makes it clear that: 

1. The employee should not dispose 
of the stock for six months after exercise 
of the option, even though market or 
other conditions may seem to make it 
advantageous for him to do so. 

2. Estate taxes may be reduced by 
family gifts of the stock but the option 
itself cannot be made the subject of a 
gift. 

3. If the employee dies before exer- 
cising the option, the income-tax posi- 
tion of his heirs will be much less favor- 
than if he had taken 
stock during his lifetime. 


able down the 

The tax advantages of early exercise 
exist whether the executive plans to 
realize a profit on resale, hold the stock 
until death, or make family gifts during 
his lifetime. 


The crucial 18-month period 


If the stock has appreciated substan- 
tially in value from the date of grant 
and there is no reason to anticipate a 
substantial decline in the value in the 
ensuing six months, then from a tax 
standpoint the best time for exercising 
an option will generally be eighteen 
months after the date the option was 
granted. This conclusion flows from the 
interplay of a set of specific rules in 
the Internal Revenue Code (particular- 
ly in Section 421) governing restricted 
stock options. If the employee follows 
these rules carefully he may be certain 
that the profit he realizes from exer- 
cising the option and later disposing of 
the stock will be taxed as long-term 
capital gain and not as compensation 
for services.? If this statutory pattern is 
not followed it is still possible under 
certain circumstances for the employee 
to avoid being taxed as though he had 
received compensation; but the state of 
the law in this regard is uncertain and 
it is obviously wise to remain within 
the lines of the statutory protection. 

The statute provides two important 
rules prescribing the earliest time at 
which the employee may dispose of his 
stock after exercising his option: 

1. The 2 year rule — he cannot dis- 
pose of the purchased stock within 2 
years from the date the option was 
granted to him; and 

2. The 6 months rule — he cannot 
dispose of the purchased stock within 
6 months from the date the stock was 
actually acquired by him upon exercise 
of the option. 

Since the two holding periods can be 
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made to run concurrently, their net 
effect is to make the date eighteen 
months after the granting of the option 
a crucial one for the employee. With the 
two-year rule running from the date of 
grant of the option and the six-months 
rule from the date of exercise, both re- 
quirements can be satisfied in the mini- 
mum length of time if the option is 
exercised at any time prior to the ex- 
piration of eighteen months after it was 
granted. Delaying exercise more than 
eighteen months after the grant causes 
the six-months rule to extend the pro- 
hibition on disposition of the stock be- 
yond the minimum of two years. 


Tax rules can vitiate paper profit 


The practical consequences of these 

tax rules are significant. Where the 
stock has risen substantially since the 
date of the option, there is a natural 
temptation to regard the potential or 
“paper” profit just as if the stock were 
already owned. Until the stock itself has 
been acquired and “aged” for the re- 
quired time, the potential profit can 
neither be realized nor protected. Prior 
to this time the values are effectively 
locked in.” The option itself is non- 
transferable during the executive's life- 
time, and a premature disposition of the 
stock cancels the statutory protection 
from adverse tax consequences. Even if 
the optionee has no expectation of sell- 
ing the stock, unforeseen emergencies 
can arise which may make it desirable 
or even necessary to dispose of the stock 
promptly. 

\ccordingly, eighteen months after 
the date the option is granted the hold- 
er should seriously consider gaining 
maximum flexibility by exercising the 
option and starting the running of the 
six-months period during which he must 
hold the stock itself. Particularly if the 
stock has appreciated substantially over 
the option price and there is no reason 
to expect a decline below the option 
price in the ensuing six months, the 
holder has much to gain by exercising 
the option. 

Viewed somewhat differently, the val- 
ues inherent in the option will be real- 
ized with favorable tax consequences 
only if the option is exercised and the 
holder remains at the risk of the market 
for six months. Since the holder must 
satisfy this requirement at some time 
it is to his obvious advantage to do so 
as soon as the market conditions are 
sufficiently favorable to remove most of 
the risk of a decline below the option 





price during the six-months holding pe- 
riod. 


Lifetime gifts and estate planning 

The values inherent in an unexercised 
restricted stock option are, of course, 
subject to estate tax. In any estate-plan- 
ning program, consideration should be 
given to making gifts to members of 
the family during lifetime. A restricted 
stock option, however, is by its terms 
nontransferable during lifetime and its 
inherent values cannot be made the sub- 
ject of a gift. On the other hand, once 
the option has been exercised and the 
stock aged, the stock itself can be given 
either outright or in trust (taking ad- 
vantages of the gift tax exemption and 
exclusions). 

The estate-tax savings, even for a per- 
son with a moderate estate, may be sig- 
nificant. Especially if the stock-option 
values constitute a substantial part of 
the executive's estate, it may be distinct- 
ly advantageous to exercise the option, 
age the stock for six months, and then 
commence a program of family gifts. 
The gifts can also produce income-tax 
savings where the dividends are taxable 
at a low bracket to the donee. 


Situation after death 

Further advantages accruing from an 
early exercise of the option stand out 
clearly on considering the tax picture 
which exists after the death of the em- 
ployee. By way of summary, the major 
points are: 

1. If the employee owns the stock 
at the time of his death, the income-tax 
basis for computing gain or loss on a 
subsequent sale will in general be the 
market price at death. A sale after his 
death will then produce income tax only 
on the rise in value occurring after 
death. But if the employee has not exer- 
cised the option during his lifetime and 
the executor exercises it after his death, 
the income-tax basis for computing gain 
or loss on a subsequent sale will be lim- 
ited to the option price. In that event, 
even though an estate tax has been paid 
on the value of the option, the estate or 
beneficiaries will also have to pay the 
same capital-gains tax as would have 
been payable had the option been exer- 
cised and the stock sold during the em- 
ployee’s lifetime. 

2. While the special two-year and 
six-months holding periods of the stock 
option section would not apply to the 


executor or beneficiary, the general six- 
months holding period requirement for 
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obtaining long-term capital-gains treat- 
ment on a sale of stock would operate, 
and it would not start to run until the 
option is exercised by the executor or 
beneficiary. Thus if the option is not 
exercised during the employees lifetime, 
not only may the capital gain be sub- 
stantial but the executor will have to 
wait six months after exercise before 
liquidating any of the investment. 

3. The problem of financing an exer- 
cise of the option would normally be 
far more difficult for an executor than 
for the employee during his peak work- 
ing years. And the executor’s difficulties 
could be further complicated by the tax 
factors listed above. 


Exercise during lifetime 


Assume, for example, that an em- 
ployee purchased 1,000 shares, on exer- 
cise of an option, at $100 a share, and 
that the stock is worth $200 a share at 
his death. In such case his estate would 
take the stock with a tax basis of $200 
a share. This would be true even though 
the employee may have pledged the 
stock to finance the purchase, and the 
loan and pledge are still outstanding at 
the time of his death. 

This tax-basis rule can be of great 
assistance to the executor in administer- 
ing the estate. If he finds it desirable to 
sell some or all of the stock promptly — 
perhaps to raise money for death taxes, 
pay debts or cash legacies — he can do 
so with no capital-gains-tax problem. He 
normally would have no need to hold 
the stock six months to insure long- 
term, rather than short-term, capital 
gains, since, barring a sharp rise in the 
price of the stock, there would be little 
or no gain over the value at death. If 
there should be a sharp and sudden rise 
in market value after death, the execu- 
tor could hold the stock for six months 
to obtain long-term capital gains treat- 
ment, or he could eliminate the capital- 
gains tax entirely by using the optional 
valuation date in valuing the estate for 
estate-tax purposes. The same values can 
be used as the basis for income-tax pur- 
poses, thus eliminating any income tax 
on the profit on sales made by the execu- 
tor within a year after death. 


2 Certain special rules are applicable where the 
option price is between 85% and 95% of the fair 
market value of the stock at the time the option 
is granted. Discussion is confined to the 95% op- 
tion, however, since this is the more common 
type. The conclusions are for the most part 
equally applicable to the 85% option. 

% While exercise within the eighteen months pe- 
riod cannot accelerate the freeing of the stock if 
the employee lives, it can be a distinct tax advan- 
tage if he should die. See the discussion later re- 
garding the tax situation after death. 
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If, then, the option has been exer- 
cised during lifetime, not only is the 
executor relieved of the problems of 
financing the exercise of the option, but 
he is able also to liquidate all or part of 
the stock investment without serious in- 
come-tax consequences. 


Exercise after death 


In 
quences if the unexercised option is left 


contrast, consider the tax conse- 


to the estate or heirs. In the example 


assumed — where the employee _be- 
queaths an option to purchase for 
$100,000 stock worth $200,000 — the 


option would be given a value of at 
$100,000 for The In- 
ternal Revenue Service might even at- 


least estate tax. 
tempt to establish a higher figure on the 
theory that options running for a con- 
siderable period, say six months or a 
year, have a leverage value independent 
of the spread existing at the time of 
death, drawing an analogy from the mar- 
ket for puts and calls in listed stock. 
Despite the fact that estate tax will 
be paid on a value of at least $100,000 
for the option, the income-tax basis of 
the stock to the executor will not be 
$200,000 but will be only $100,000 — 
the actual cost of acquiring the stock. 
The general rule that property acquired 
decedent takes a income- 


from a new 


tax basis of value following death is 


specifically made inapplicable to re- 
stricted stock options which have not 
been exercised at death. (Section 1014 
(d) of the Internal Revenue Code.) 
Although the executor has a valuable 
option to buy $200,000 worth of stock 
for $100,000, his problems with it are 
substantial. A restricted stock option 
normally expires within a year, or less, 
after death. In order to realize on its 
value, the executor must either dispose 


If he sells 
the option itself, the Internal Revenue 


of the option or exercise it. 


Service will contend that the full pro- 
If he exer- 
the stock 
difference 


ceeds are ordinary income 
and sells 


the 


cises the option 


within six months, be- 
tween the option price and the selling 
price will be taxable as a short-term 
gain at ordinary income rates. Accord- 
ingly, the best tax result available to 
the executor is obtained by exercising 
the option and holding it for six months 
prior to any sale. Even in this case, 
however, the spread between option 
price and selling price will be taxable 
at long-term capital gains rate. 

These tax considerations furnish per- 


suasive arguments for early exercise of 
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a restricted stock option. Of course, in 
deciding when to exercise his option the 
executive must take 
a number of other considerations, such 
as the following: 

1. The source of the funds from 
which the purchase price for the stock 
will be obtained. For example, if other 


also into account 


investments must be sold, consideration 
must be given to the income from those 
investments as compared with the divi- 
dends on the optioned stock; to the pos- 
sible future rise or fall in the market 
value of the other investments if they 
are not sold; and to the capital-gains 
tax that may have to be paid if they 
sold. If money must be borrowed 
interest factor must be considered, 


are 
the 
as well as any capital-gains tax that may 
have to be paid if part of the stock ac- 
quired on exercise of the option is sold 
after six months to reduce or pay off the 
loan. 

2. The possible future course of the 
market price of the optioned stock. If 
it can be assumed that the market price 
will continue to move upward through- 
out the option period and that no other, 
adverse, changes will occur, there would 
be strong reason for waiting until near 
the end of the option period. Postpone- 
ment of exercise of the option would 
probably be advisable also if there is 


a substantial risk that the price may 
drop below the option price within the 
next six months. But it must be borne 
in mind that from a tax standpoint the 
employee must hold the stock at some 
stage for at least six months after the 
exercise of the option, and during that 
six-months period he must run the risk 
of a drop in the market. It may be de- 
sirable for him to select a time of favor- 
able business conditions to put the six- 
months period behind him. Early exer- 
cise avoids the risk of unstable market 
conditions occurring later at a time 
when he is forced to exercise the option 
of em- 
ployment, need for cash, or the expira- 
tion of the option period. 

3. The complications for his family 
in the event of his untimely death. An 
executor of an employee’s estate may 
find it far more difficult than the em- 
ployee himself to borrow money to fi- 


because of death, termination 


nance the stock purchase. The earning 
power of the employee has ended with 
his death, estate taxes must now be paid, 
the further 


as to his powers under the 


and executor may have 
problems 
will to borrow money and hold stock 
at the risk of the market for six months. 

4. The possibility of future change 
in the tax law concerning restricted 


stock options. * 





Receipts under employment contract are 
compensation; 
stock. 


public-relations corporation to another 


not proceeds of sale of 
Taxpayer sold the stock of his 
public-relations corporation and_ en- 
tered into an employment contract with 
the buyer. After reporting receipts unde 
the contract as ordinary income, he filed 
claims for refund on the ground that 
they were gains on the sale of the stock. 
extremely 


In an brief finding of fact 


and conclusion of law, the court holds 
that taxpayer has failed to make a prima 
facie case to this effect. Ridings, DC 


Fex., 7/8/90. 

Contributions under profit-sharing plan 
can exceed formula if legal obligation 
exists. An employees’ profit-sharing trust, 
qualified under the 1939 Code, is not 
now required to contain a formula to 
determine profit to be shared. Contribu- 
tions under a plan containing such a 
formula are deductible though in excess 
of the formula if the liability for the 


total 
contribution paid prior to the close of 
the taxable year. IT 4055 modified. Rev. 
Rul. 56-366. 


total contribution is incurred or 


Procedures outlined for qualifying plans 
without profit-sharing formulas. In line 
with its recent change in Regulations, 
the IRS outlines procedures for issuing 
advance determination letters as to the 
qualification of pension, profit-sharing 
and stock-bonus plans which do not 
contain predetermined formulas for com- 
puting the profits to be shared. Rev. 
Proc. 56-22. 
Reynolds’ employee-profit-sharing not 
fully deductible. Under a plan begun 
in 1912 
selected employees to invest in the stock 
of the company, the Reynolds‘ Tobacco 
Company distributed that percentage of 


and designed to encourage 


its annual profits which was in excess 
of a specified base. Officers and othe 


employees owning corporate stock ac- 
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quired either by purchase from the 
company or other employees received 
the distributions. In 1949, the plan was 
changed because stockholdings of em- 
ployees had, through inheritance, gift 
and purchases on the open market, be- 
come disproportionate to their owners’ 
value to the company. Similar distribu- 
tions were made to employees of a 
wholly-owned subsidiary. The court finds 
that these distributions had character- 
istics of both dividends and compensa- 
tion. It holds that the distributions to 
the company’s own employees were de- 
ductible to the extent they were reason- 
ible incentive compensation as deter- 
mined under a formula allowing a por- 
tion of the payment equal to a percent- 
ige of a fixed base salary. Distributions 
made to the subsidiary’s employees could 
not be deducted as no services were ren- 
dered to taxpayer. Reynolds Tobacco 
Co ICM 1956-161. 


Stock transfers to key employees are 
gifts, not compensation. At the strong 
insistence of the majority stockholder, 
stockholders agreed to transfer stock 
to two of the plant’s key employees, 


taxpayers here, who had 


served for 
yver 25 years. The transfers were re- 
ferred to by all as gifts. The district 
ourt held they are taxable income to 
the employees. The court — reverses; 
donative intent of the majority stock- 
holder, who was in a somewhat fatherly 
relation to the recipients, was clear; 
the recipients were surprised; and trans- 
fers continued after some stockholders 
sold out. Payment for future service was 


thus negated. Neville, CA-10, 7/26/56. 


ippeals court affirms taxability of sick 
pay under uninsured plan. Taxpayer, a 
San Francisco fireman, received sick pay 
inder the provisions of the City Charter 
ind Ordinances and Regulations. The 
court holds that the payments were not 
received as health insurance and hence 
ire not exempt under the 1939 Code. 
Remarking on the almost even division 
of district and circuit courts on this 
question, the court points to the 1951 
amendment exempting from tax $5,000 
of death benefits paid by an employer. If 
employer plans constituted insurance, 
this amendment could not have been 
necessary. In addition, it is doubtful 
that Congress intended to exempt sums 
which only replace income otherwise 
taxable. The district court is affirmed. 
1954 Code Section 105 excludes $100 
a week of sick pay, whether or not re- 


ceived through 
CA-9, 6/23/56. 


insurance.) Mohony, 


Sick pay under employer’s noninsured 
plan taxable. Taxpayer, an employee 
of the Illinois Bell Telephone Company, 
received sick pay under a company plan. 
The court analyzes the plan, finds there 
is no element of insurance or risk-spread- 
ing and holds the payment taxable 
under the 1939 Code. [1954 Code Sec- 
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tion 105 now excludes $100 a week sick 
pay wihout regard to whether the plan 
is insurance.] Townsend, DC IIl., 8/3/56. 


Crop shares as rent are retirement in- 
come. In crop-share arrangements, the 
shires received as rent by the landowner 
when reduced to money or its equivalent 
will constitute retirement income for 
the purpose of computing the retire- 
ment-income credit. Rev. Rul. 56-357. 








EXCESS-PROFITS-TAX DECISIONS 








Tax credit for Maritime Commission 
excess profit repayment is based on tax 
actually paid. Taxpayer paid excess 
profits tax for 1940 computed in the 
ordinary way. In 1947, the U. S. Mari- 
time Commission informed it that some 
$7,000 profit was excessive. The IRB 
certified a tax credit based on the re- 
turn as filed without regard to a special 
method of tax on U. S. Maritime Com- 
mission contracts. This the court holds 
was proper. The year was closed except 
for renegotiation adjustments which re- 
ferred to the “tax previously deter- 
mined”; that meant the method actually 
used. Atlantic Steel Castings Co., DC 


Pa., 7/31/56. 


No relief for lumberer; didn’t show 
costs were abnormally high. Taxpayer 
claims relief because it was obligated 
during the basic period to timber a 
particular tract and pay a high stump- 
age rate. It tried to substitute costs on 
other tracts. Even if the escape from 
the first contract was a _ qualifying 
change, relief is denied because the com- 
pany did not prove that the high costs 
were not a normal reflection of high- 
quality timber on easily-reached land. 
Santee River Hardware, 26 TC No. 94. 


“Total value” means fair market value. 
Under the EPT law, new corporations 
under the same control as other corpo- 
rations were considered to have been 
in existence since the creation of the 
other. Control was defined as “more 
than 50% of the total value of shares 
of all classes of stock.” Value means 
fair market value of the stock, not the 
par value. Rev. Rul. 56-356. 


EPT permits exclusion of income from 
unamortized premium despite loss on 
redemption. Upon retirement of its 
1945, taxpayer had 


$90,000 of unamortized premium on is- 


bonds in some 


suance which, while includible in in- 
come for income tax, was specifically 
excluded by the Code from excess profits 
tax. The court holds that this is proper 
even though the bonds were redeemed 
at some $207,000 over par. The redemp- 
tion produced a loss which taxpayer in- 
cluded for both income and_ excess 
profits tax. Connecticut Ry. © Lighting 
Co., Ct. Cl, 7/12/56. 

A similar case was decided to the same 
effect. Public Service Co. of Oklahoma, 


DC. Okla., 2/10/56. 


Excess profits tax relief denied. A manu- 
facturer of welded steel tubing could 
not justify any increase in its construc- 
tive-average base-period net income. It 
failed to prove the existence during the 
base period of a commitment to a 
change in capacity for production or 
operation within the meaning of Section 
722(b)(4). Standard Tube Co., 26 TC 
No. 116. 


Not entitled to earnings experience of 
“selling corporation” for EPT credit. 
Since taxpayer, a corporate auto dealer, 
failed to acquire ‘substantially all the 
properties (other than cash) of another 
corporation” and was therefore not a 
“purchasing corporation” within the in- 
tent of Section 474 of the 1939 Code, it 
could not utilize the earnings exper- 
ience of the “selling corporation” in 
computing its excess. profits credit based 
on income. Daniels Buick, Inc., 26 TC 
No. 112. 
“Gross receipts’ under EPT growth 
formula includes excise taxes. In de- 
termining whether a brewery’s gross re- 
ceipts showed an increment of more 
than 150% under the growth formula 
used for excess profits tax purposes, 
federal and state beer excise taxes are 
includible in the receipts. Lucky Lager 
Brewing Co., 26 TC No. 103. 
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Commissioner announces change in informal 


Group Chief conference procedure 


I RESPONSE to protests from practi- 
tioners, the IRS is revising its in- 
formal conference procedure, Commis- 


sioner Harrington has just announced. 
The new system includes the designa- 
tion in each District of a Conference 
Coordinator (except in the smaller dis 
Audit Di- 
It will be 


the responsibility of the Conference Co- 


tricts where the Chief of the 


vision himself will handle it), 


informal confer- 
better. In 
cases it will be a full-time job in other a 


ordinator to make the 


ence procedure work some 
part-time job, but in all events the Con- 
ference Coordinator will be a competent 
individual wh has demonstrated ability 
to deal with taxpayers. 

The Conference Coordinator will re- 
view all informal conference notification 
letters and assign the cases to appro- 
priate personnel. In most normal situa- 
tions the cases will be assigned to the 
where 


Group Chief, but necessary he 


will send it to someone else who is con- 
sidered better qualified to handle it. 
This latter type of handling will un- 
in the more difh- 


doubtedly be utilized 


cult cases and those that may have been 


long time preparation. The objec- 
tive is to get the type of conference best 
suited to the particular case. Flexibility 


is still retained and the exercise of 
sound judgment in the assignments that 
are made. 

As has been previously mentioned in 
considerable criticism has 


these pages, 


been made of the Group Chief confer- 


ence procedure. The principal objec- 
tions have been the following: 

The agent usually has previous con- 
sultation with the Group Chief and 
probably direction by him of field exam- 
iner; consequently no real settlement 
opportunity afforded. 


Inability of Group Chief to review 


technical issues because of administra- 
tive duties. 

Lack of technical training in spe- 
erg areas by personnel involved. 

. Conferee’s disinclination to take de- 
cisive action due to fear of reversal upon 
subsequent review by Inspection Service 
Audit 
In order 


or Post Review. 

to give effect to these criti- 
cisms and to reappraise the effectiveness 
of the present settlement program, the 
IRS undertook a sampling of opinion 
among tax lawyers and accountants to 


ascertain precisely what their experience 


had been in cases recently handled at 
the Group Chief level. Approximately 
one-third of the group interviewed 
recommended the abolition of the 
Group Chief The 
were either in favor of the existing pro- 
cedure or 


conference. balance 
its retention with 
modifications. Accordingly a revision has 
been made in this area which Commis- 


favored 


sioner Harrington in his address on 
August 26, 1956 before the Tax Section 
of the American Bar Association meet- 
ing in Dallas characterized as the most 
significant procedural change during the 
past year. 

will, 
we feel, depend upon the effectiveness of 
the Conference Coordinator. If an im- 
provement over the Group Chief con- 
ference is to be had, the 
will have to exercise good judgment to 
steer cases into the hands of personnel 
better equipped for that specialized sub- 


The success of the new system 


Coordinator 


ject than is the Group Chief. 

The proposed change appears to hold 
out the prospect of substantial improve- 
at the 
Group Chief level. When fully imple- 
mented it promises to restore to a con- 


ment of settlement procedures 


effect of the old 
pre-Re- 


siderable extent the 


conference procedure of the 


organization Plan No. | days. 





Injunction against collection of jeop- 


ardy assessment granted; agent had 
mental breakdown. In 1952, taxpayer 
indicted for criminal understate- 
1945 and 1946. The 


who had devoted three years to 


was 
ment of income for 
agent 
the investigation of this taxpayer made 
a jeopardy assessment in September 1955 
later re- 
1955. 
taxpayer's assets were $1 


of some $3 million, which he 


duced to $2 million November 
\t that 
million in banks and some office furni- 


ture. 


time, 


The court finds the assessment com- 
pletely arbitrary and capricious; it notes 
the agent’s mental breakdown in 1953 
and speculates that he may have been 
trying to justify the time he spent. In- 
junction against collection of this assess- 
ment is granted; if deprived of these 
funds, taxpayer would be unable te pay 
lawyers and accountants to defend it in 
either the criminal or civil case. Homan 
Mfg. Co., DC Ill., 6/14/56. 


Government bound by policy of stop- 
ping at first round in taxing landlord 
on tenant’s payment of its tax. In 


Self-incrimination 


1906, taxpayer leased its properties for 
999 years, the tenant to pay all taxes. 
For the years, 1944-7, 
as rent the rent due puts it own tax 


taxpayer accrued 


(first round) and the second-round tax 
due by including the first-round taxes 
as income. Until 1952, it was the 
ernment’s policy not to include in tax- 


Gov- 


able income the second round. In an- 
1952, it 


it would not refund tax paid in prior 


nouncing the change in said 
years on second and subsequent rounds. 
Che court holds the taxpayer is entitled 
to refund because it is entitled to the 
benefit of the Government's earlier 
policy. Connecticut Railway & 
Co., Ct: Ch, 7/12/56. 


Lighting 


privilege protects 


CPA’s working papers returned to client. 


After the IRS began a criminal investi- 
gation of the affairs of the Levy family 
and their partnership, taxpayers directed 
a CPA who had done work for them for 
many years to turn over to their attor- 
ney all his files (some 31 drawers). The 
examining agent issued a subpoena to 
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the attorney to release the working 
papers to him. This court refuses to en- 
force it. Although the state law gives 
the accountant title to his papers, the 
court holds that he gave up title com- 
pletely and that they became the prop- 


erty of the taxpayers. Under the Fifth 


\mendment, the taxpayers cannot be 
forced to reveal them. The court notes 
that the doctrine that the Fifth Amend- 
records is 


ment excludes public com- 


pletely inapplicable here; the records 
involved are not even those of the busi- 
ness; they are merely the accountant’s 


memoranda. Matter of House, 


DC Calif., 7/11/56. 


private 


Proposed buyer of delinquent corporate 
taxpayer deposited its check with seller’s 
offer in compromise; can’t get it back. 
Taxpayer proposed buying a corpora- 
tion in financial difficulties and owing 
$11,000 in withholding and employment 
taxes. The seller proposed an offer in 
compromise of $7,000, and taxpayer gave 


its certified check of $1,000 to accom- 
pany the offer. The offer and check 
were returned and then resubmitted. 
Then taxpayer changed its mind and 
asked for return of the check. The 


Government thereupon accepted the 
offer and the buyer brought this suit. 
The court holds that the dispute is 
between the seller and the Government, 
ind that taxpayer has no standing to 
sue. Dynamic Service Inc., DC Ore., 


6/19/56 


ittorney can’t enjoin collection of his 
income tax until Government recognizes 
his unrelated lien on insolvent client’s 
contract claim. Taxpayer-attorney repre- 
sented an insolvent client and obtained 
in award of about $47,000 for him under 
the War Contracts Hardship Act. His fee 
was 10°%, and the client assigned 10% 
of the claim to taxpayer. However, the 
IRS ordered the General Accounting 
Office to apply the entire award to the 
client’s much 


larger tax liability; no 


recognition was given to the client’s 
attempted assignment to taxpayer. The 


district court denied taxpayer an in- 


junction to forbid collection of taxes he 
This 
court affirms. There is no hardship here, 


he says. 


admits he owes for other years. 
Taxpayer is simply trying to 
put his claim for services ahead of the 
Government's claim for taxes. Rampton, 


CA-10, 7/24/56. 


Can’t amend refund claim after time 
for filing. The Commissioner properly 





rejected taxpayer’s claim for refund; 
his attempted amendments to it after 
the time for filing had expired were in- 
operative. Moreover, no letter was 
written by an agent that payment of 
over-assessment would be made when 
certified by the Commissioner on agree- 
ment or “account stated” on which suit 
could be brought within six years. It 
held that overassessment 


has been cer- 


tificates themselves are not accounts 
stated. And finally, the decision of a 
district court that, on these same. facts, 
taxpayer failed to state a cause of action, 


is res judicata. Zachary, Ct. Cl., 7/12/56. 


Commissioner can examine records after 
issuance of deficiency. After the Com- 
missioner issued a deficiency notice for 
1952, he 


checks and invoices relating to equip- 


requested certain vouchers, 
ment for 1950 and 1951. Taxpayer’s at- 


tempt to prevent this examination 


failed. The Commissioner was not ex- 
amining prior years twice; he was seek- 
ing evidence on which 1952 deprecia- 
tion was based. Now the taxpayer argues 
that the Commissioner can’t examine °52 
after the °52 deficiency notice is issued. 
The court sees no merit in this argu- 
The 


the Tax Court to increase the deficiency; 


ment. Commissioner may request 
he is therefore permitted to look for 
additional evidence. Norda Essential Oil 


& Chemical Co., DC N.Y., 7/18/56. 


District court erred in directing verdict 
that horse-racing was for profit. Tax- 
retired oil sued for re- 


payer, a man, 


fund of tax because the Commisioner 
disallowed losses on his harness-racing 
stable. In the thirty previous years, he 
had lost every year, and the total losses 
exceeded $300,000. When the jury was 
unable to reach a verdict, the district 
court directed one for taxpayer. This 
the appeals court holds was in error. In- 
terpreting the evidence most favorably 
for the losing party, i.e., the Govern- 
ment, the case for the taxpayer was one 
on which reasonable men might differ. 
It must go to a jury. 

One dissent: taxpayer’s statement that 
he hoped for a profit was uncontroverted 
and not inherently improbable. Brod- 
erick, CA-10, 7/11/56. 

Error in overpayment is a deficiency; 
90-day letter required; injunction of 
collection granted. Taxpayer had _ re- 
ceived refund of overpayment shown on 
her 1948 and 1949 returns, though the 


1949 included the 1948. The District 
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Director assessed the amount of extra 
payment, but the court enjoins its col- 
lection because the 90-day letter was 
not issued. This was not a mathematical 
error on the return for 
which no letter is required. However, 
the Government can 


face of the 


intervene because 
it has five years to bring suit for re- 
fund due to taxpayer's error. On that 
suit for refund, the Government is en- 
titled to judgment. Merlin, DC Ga., 
7/10/56. 


Can’t charge interest on interest in un- 
paid jeopardy assessment. In 1952, the 
Commissioner made a jeopardy assess- 
ment of taxpayer's 1946 tax ($14,000) 
plus fraud penalty and interest. The 
taxpayer petitioned the Tax Court; 
nothing was paid under the jeopardy 
assessment. The Tax Court reduced the 
deficiency to $7,500 and eliminated the 
penalty. Under protest, taxpayer paid 
the deficiency, interest thereon to date 
of jeopardy assessment, plus interest on 
that total to This the 


court holds was an improper computa- 


payment date. 
tion. Interest cannot be charged on in- 
terest. Grolich, DC Ala., 6/28/56. 


Taxpayer can’t suppress evidence volun- 
tarily given to special agent. Defendant 
was a Staten Island county clerk who 
ran an insurance business and prepared 
tax returns on the side. He voluntarily 
and knowingly cooperated with a special 
agent, and was represented by counsel 
had 
worked for him and his clients. He now 


and a _ public accountant who 
moves to suppress all evidence on the 


ground that the accountant was not 
qualified to represent him because he 
was not admitted to practice before the 
Treasury Department. The court con- 
contention 


siders_ the to be entirely 


without merit. Defendant freely and 
voluntarily gave information both to 
the special agent and to the revenue 


agent. Russo, DC N.Y., 6/27/56. 


Electing installment method on resi- 
dence not replaced. If a new residence 
is purchased within a fixed period after 
sale of an old residence, there is no 
gain on the sale. The return for the year 
of sale reports the sale, but if deferment 
is elected, no tax is due until the re- 
placement period expires. The question 
here is when may the taxpayer who has 
deferred, but who decided not to re- 
place, elect the installment method of 
reporting gain on the sale. The Service 
holds that an election to report a sale 
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of a residence on the installment basis 
amended re- 
turn for the year of sale if taxpayer in a 
timely 


may be exercised on an 
return deferred reporting the 
gain on the sale. Rev. Rul. 56-396. 


Procedures for compromise of $500 to 
$5,000 tax liabilities. The IRS outlines 
the jurisdiction of and procedures to 
Directors and 


be followed by District 


Regional Counsel in compromising 
specific penalties and unpaid liabilities 
of $500 $5,000. Rev. Proc. 


56-26. 


and up to 


Claim for refund prerequisite to suit. 
Suit for the 


ground that no claim was filed prior 


refund is dismissed on 


thereto as required by law. Sullivan, 


DC Pa., 5/11/56. 


Use 843 for refund claim for self-em- 
ployment tax. A regular refund claim, 
Form 843, should be filed for overpaid 
self-employment tax. Form OAR-7000, 
which is used by the Social Security ad- 
ministration in refunds, 


making can- 


not be used as a claim. Rev. Rul. 56-297. 


Husband liable 
wife’s deficiencies. 


on joint return for 
Taxpayer's wife real- 
ized income on 12 real-estate trans- 
years 1947, 1948 and 


was not reported on 


actions during the 
1949. 


their joint returns. 


This income 
The Commissioner's 
deficiencies against the husband are sus- 
tained for failure of proof on the part 
of the wife. However, the failure to re- 
port the income is held not due to any 
but to rudimentary 


fraudulent intent 





FEWER RETURNS FILED LAST 
YEAR 


ANOTHER MATTER of concern to me is 
that fewer returns were filed in 1955 
than in 1954. We do not yet know the 
full reason for this decrease, but we 
are looking into it. It occurred prin- 
cipally in three regions of the coun- 
try, and we have asked our regional 
headquarters in those areas to look 
into it and see if they can come up 
With 


creasing and wages increasing I just 


with an answer. economy in- 


cannot understand why there was a 
trend toward a fewer number of tax 
Russell C. 


In- 


returns being filed 
Harrington, Commissioner of 


ternal Revenue. 
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and inadequate bookkeeping and _ pos- 
sibly an _ ill-conceived. notion by the 
wife that no over-all profit had been 
realized. Germon, TCM 1956-159. 


Penalty for underestimation applicable 
even if no declaration filed. Taxpayer 
failed to file an estimated tax declara- 
tion 1951. He conceded that he 
was liable for the penalty for failure to 


for 


file but contended he was not liable for 
an additional penalty for underestima- 
tion. The court holds the underestima- 
tion penalty applicable even if no de- 
filed. It 
though an estimate of zero were filed. 
tlexander, TCM 1956-154. 


claration is is computed as 


Must make timely election to consider 
CCC An 
under Section 77(a) of the 1954 Code to 
include Commodity Credit Corporation 


loans as income. election 


loans as income when received may be 
exercised only on a timely-filed return. 
The election may not be applied retro- 
actively and must be followed for all 
subsequent years. Rev. Rul. 56-358. 


Employees’ trust needs consent to change 
accounting period. In order to change 
its established accounting period so that 
it can file its return on the same period 
as the employer corporation, an em- 
ployees’ trust must secure the Commis- 
filing Form 1128, 
“Application for Change in Accounting 
Period.” Rev. Rul. 56-374. 


sioner’s consent by 


IRS won't request suspension of statute 
if formal rejection of claim is not made. 
Since the two-year limitation period for 
filing suit based upon a refund claim 
does not commence until a registered 
the 
execution of an agreement to suspend 


notice of disallowance is received, 
the running of the statute of limita- 
the claim 
for refund is disallowed by means othe 


Rul. 56- 


tions is not necessary where 
than a registered notice. Rev. 
381. 


Wife’s overpayment, though from hus- 
band’s funds, cannot be offset against 
husband's deficiency. Taxpayer reported 
income from an unincorporated business 
conducted in her name. In a prior pro- 
ceeding, the Tax Court had held the 
business belonged to her husband and 
that he was chargeable with its income. 
Taxpayer then sought to recover the 
taxes she had paid out of the business 
funds. Since and wife 
separate taxpayers, the court refuses to 


husband were 


permit an offset of the wife’s over- 
payment against the husband’s deficiency 
and holds that taxpayer was entitled to 
an order of overpayment. The source of 
the funds used by the wife in paying 
her taxes is held to be 
Stokby, 26 TC No. 114. 


immaterial. 


“Taxable year” for aliens means full 
12-month period. Married aliens enter- 
ing the U. S. during the taxable year 
may not file a joint return because both 
the husband the wife 
U; 3; the full 


period. A departing alien who filed a 


and were not 


residents for 12-month 
Form 1040C for a portion of his taxable 
year preceding departure is not exempt 
from filing a completed return after the 
the 
returns must 
Rul. 56-356. 


Individual 
Rev. 


close of taxable year. 


cover the full year. 


Commissioner’s answer must detail net- 


worth statements relied on to prove 
fraud. The Tax Court orders the Com- 
missioner’s answer to taxpayer's petition 
stricken from the record for failing to 
give sufficient details of facts relied on by 
him to prove fraud. The deficiencies in- 
volved were barred unless they were 
fraudulent; consequently, the entire bur- 
den of proof was on the Commissioner. 
Che original 


merely repeated the figures in the de- 


Commissioner's answer 
ficiency notice and gave no explanation. 
Upon order, he submitted a very sum- 
mary net-worth statement. When he was 
ordered to supply more detail, he merely 
The 
orders the amended answer stricken; it 


resubmitted the statement. court 
points out, for example, that increase in 
real estate must have represented specific 
parcels and that taxpayer is entitled to 
this kind. The 
argued that to give more detail would 


facts of Commissione1 
provide information the taxpayer could 


not otherwise obtain for use in a 
threatened criminal action. Licaroti, Tax 


Court Order, 6/14/56. 


Reporting as capital gain is not omitting 
income so as to extend time. Taxpayer 
reported some $29,000 as capiial gain, 
including therefore only 50% in income. 
Phe 50% so excluded amounted to more 
than 25% of gross income included. The 
Commissioner argued that the five-year 
statute of limitations applied. The court 
says it was at least arguable that the 
item was Capital; in any event there was 
no omission and the assessment not hav- 
ing been made within three years is 
barred. Lazarus, Ct. Cl., 7/12/56. 
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Non-fraud penalties are tough, but 


fraud penalties are even worse 


[ TAXPAYERS KNEW what they were 
letting themselves in for when they 
try to beat the tax by obviously improper 
means, perhaps they would quit be- 
fore they started. Your editor summar- 
ized the nature of the penalties at the 
Fifth Annual Denver Tax Institute; 
they make horrifying reading. 


This is what can happen 

If a taxpayer files a fraudulent tax re- 
turn, one of four things is likely to 
happen. 

This fact may never come to the 
ttention of Treasury at all for two rea- 
sons: practical reliance on the self-as- 
sessment system, and lack of adequate 
manpower to screen and investigate all 
false returns. 

The taxpayer may “get religion” 
and try to beat Treasury to the punch 
in one of two ways: by filing an amend- 
ed return or otherwise paying up what 
he now admits he owed in the first place, 
or by inviting an audit in the hope that 
doing so is the lesser evil. 

3. A Treasury agent may contact the 
taxpayer directly and start examination 
for a particular year or years. 

[he taxpayer may hear indirectly 
from his business associates, banks, in- 
vestment brokers, etc., that Treasury 
ents are checking his own transactions 
or related transactions which eventually 
will lead to him. 


Treasury agent’s recommendations 


When the investigation has been com- 
pleted, the agent may recommend one 
of five methods of closing the case: 

That there be no deficiency in tax 
at all. 

2. That there be a deficiency in tax 
with no penalties. 

3. That there be a deficiency in tax 
with negligence, failure to file, or under- 
statement of estimate penalties added. 


4. That there be a deficiency in tax 
with civil fraud penalty added but with 
no criminal prosecution. 

5. That there be a deficiency in tax 
with civil fraud penalty added and pro- 
secution for criminal tax evasion. 

The number of criminal prosecutions 
brought annually against fraudulent tax- 
payers is relatively small, averaging 
about 1,500; but more than 5,000 inves- 
tigations per year take place where a 
special agent of the intelligence division 
of the Internal Revenue Service is called 
into the case to weigh all the evidence 
so that he may determine whether crim- 
inal action should be recommended. 
Even more impressive is the probability 
that the number of investigations must 
be many times 5,000 per year where the 
internal revenue agent begins an inves- 
tigation on the basis of information that 
fraud may be an issue but goes on to 
close the case either without calling in 
a special agent or even recommending 
fraud penalties. 

To a substantial extent, whether the 
investigation where fraud is suspected 
or is disclosed is terminated with (1) the 
recommendation from the one extreme 
that no penalty at all be imposed to (2) 
the other extreme that there be criminal 
charges filed—depends upon the timely 
entrance into the case of an adviser who 
has a basic understanding of the mean- 
ing, scope, and operative effect of the 
available penalties, civil and criminal, 
and a basic understanding of what are 
the correlative rights of all the parties 
concerned in the investigation—Treas- 
ury, the taxpayer himself, and third per- 
sons with whom he has dealt 


Civil non-fraud penalties 

1. Negligence or intentional disregard 
of rules and regulations—Section 6653(a). 
This is a rather mild civil penalty; 5% 
is added to the deficiency. There is a 
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normal statute of limitations of three 
years, and the burden of proof is on the 
taxpayer to show that the Commissioner 
was not justified in assessing the penalty. 

2. Failure to file return timely or at 
all—Section 665l(a). This is a rather 
heavy civil penalty; 25% is added to the 
deficiency in tax. The three-year statute 
of limitations runs from the time the 
return is actually filed and not from the 
due date. And if no return has been 
filed the statute of limitations does not 
run at all. The burden of proof as to 
“reasonable cause” for not having: filed 
the return or not having filed it timely 
is on the taxpayer. 

3. Penalty for understatement of esti- 
mate or failure to file an estimate. The 
Treasury has lately cracked down on 
taxpayers for underestimating their dec- 
larations or for failing to file a declara- 
tion. These penalties may add up to con- 
siderable amounts and constitute a sub- 
stantial nuisance to taxpayers. 


Cwil fraud penalty 

Section 6653(b) is the most severe of 
the civil penalties; the main attributes 
of the fraud penalty can be listed as 
follows: 

1. There must be a deficiency in tax 
before the penalty can be assessed. 

2. If there is a deficiency in tax the 
fraud penalty will be 50% of the total 
deficiency, not merely that part of the 
deficiency which is tinged with fraud. 

3. The statute of limitations never 
outlaws the assessment for the deficiency 
or for the penalty where fraud can be 
established. 

4. The Commissioner has the burden 
of proof as to fraud, but the taxpayer 
has the burden of proof as to the de- 
ficiency, and often both the Commis- 
sioner and the taxpayer fail to establish 
his burden of proof in the same case. 

5. Where a binding joint return is 
filed the wife cannot escape the fraud 
penalty, even though she had no knowl- 
edge of the husband’s fraud and _par- 
ticipated in none of his activities. 

6. The death of the taxpayer does not 
cancel out the fraud penalty. 

7. If a corporate taxpayer is liqui- 
dated and a fraud penalty is assessed 
against it, those who are subject to trans- 
feree liability cannot escape the fraud 
penalty assessed against the corporation. 

8. The fraud penalty survives bank- 
ruptcy of the taxpayer. 

9. The fraud penalty survives carry- 
back credits or other relief provisions 
which may operate retroactively. 








298 « The Journal of Taxation 


10. If the fraud penalty is justified, 
then it supersedes negligence or failure- 
to-file penalties. 

In actual operation, when we consider 
all of these attributes, imposition of the 
civil fraud penalty can be well-nigh dis- 


astrous. 


Nature of criminal penalties 


Independent of and additional to civil 
penalties, the government may proceed 
criminally against taxpayers who violate 
specific criminal statutes. 

The chief attributes of failure to file 
a return (Section 7203) are: 

1. It covers wilful failure to file a re- 
turn, pay the tax due, supply informa- 
tion to the Treasury as required by law, 
etc. 

2. It is a misdemeanor and calls for a 
maximum sentence of one year in jail 
a fine of $10,000. 

3. The statute of limitations has been 


and /or 


raised from three years to six years. 
1954 Code 7203, 
failure to file a declaration of estimated 


Under the Section 
tax is no longer a criminal offense as it 
was under the earlier acts; but the fail- 


ure to pay the estimated tax is still a 
misdemeanor carrying one year and/or 
a $10,000 penalty with a three-year stat- 
ute of limitations. 
7201-2 the 


inal statute for filing a fraudulent re- 


Sections form basic crim- 
turn. Actually, the language of the stat- 
ute is broader than is usually assumed, 
since any wilful attempt in any manner 
to evade tax is the heart of the offense, 
rather than the filing of a false return. 
The principal attributes of this offense 
can be summarized as follows: 

It is a felony calling for a maximum 
sentence of five years in prison and/or 
a ‘$10,000 fine for each separate tax year 
involved. In this connection it can be 
seen that, while there is a six-year stat- 
ute of limitations for the criminal phase 
for filing a false return, there is no 
statute of limitations barring the assess- 
ment of a deficiency or the imposition 
of the civil fraud penalty in connection 


with the same false return. 


False claim against U. S. 


In wilful at- 
tempt to evade tax by filing a false re- 


indictments charging 
turn, there are often alternative or addi- 
tional counts charging the filing of a 
false claim, perjury, and aiding and 
abetting. 

As far as the false-claim statute (Title 
18, U. S. Code, Section 1001) is con- 
cerned, it is a felony subject to a five- 
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year prison term and/or a $10,000 fine. 
The statute of limitations is three years. 
The statute covers the making of false 
statements to revenue agents conducting 
tax investigations, whether made orally 
or in writing. 

If a false statement is made during 
the tax investigation, then the three- 
year statute of limitations provided for 
in the false-claim statute does not apply, 
but the itself may 
considered part of the previous attempt 


false statement be 
to evade tax and the operative statute 
of limitations will be six years from the 
date of making the false statement to 
the Treasury agent and not from the 
earlier date when the fraudulent return 
was filed. This is the holding in the im- 
portant the United States 
Supreme Court in U. S. v. Beacon Brass 
Co., Inc., 344 U.S. 43 (1952). 

Section 7206(2) is patterned after the 
basic principle of criminal law that the 


decision of 


aider and abettor is equally guilty with 
the principal. This particular statute is 
deliberately designed to punish accoun- 
tants, lawyers, and others who prepared 
or aided the taxpayer in preparing a 
fraudulent return. 

It is a felony subject to a three-year 
prison term and/or a $5,000 fine. The 
adviser may be indicted and convicted 
even though the taxpayer himself is not 
indicted or convicted. 


Perjury 

The wilful filing of a fraudulent re- 
turn may be made the basis for an addi- 
tional count of perjury subject to im- 
prisonment for three years and a fine of 
$5,000. The 
now been extended to six years. An ac- 


statute of limitations has 
countant or other tax adviser who signs 
a false return on behalf of his client may 
find himself enmeshed in serious civil 
and criminal sanctions. ; 


Subcommittee hearings emphasize that 


net worth is meticulously investigated 


- THE GOVERNMENT sets about to 
determine net worth, it leaves no 
stone unturned in its efforts to arrive at 
what it deems is a correct figure. How 
meticulous this investigation can be is 
shown by the following portion of the 
published record of the public hearings 
of the Subcommittee on Administration 
of the Ways and Means Committee of 
the House of Representatives. The par- 
ticipants in the following discussion are 
\ssistant Donald 
Special Agent George 


Counsel Schapiro, 
H. Lemay, and 
the Hon. Robert W. Kean, Congressman 
from New Jersey. 

Mr. Schapiro. The next item appear- 
Mr. Bolich’s statement is cloth- 
ing. Does this clothing item include him- 
self, his wife and his children? 


ing on 


Mr. Lemay. It does. 

Mr. Schapiro. The statement is clear 
that he is supposed to have included all 
expenditures? 

Mr. Lemay. That is correct. 

Mr. Schapiro. For his entire family, 
all the people whom he supports? 

Mr. Lemay. That is right. 

Mr. Schapiro. How much does Mr. 
Bolich say he spent for clothing during 
the 5-year period, 1946 to 1950? 

Mr. Lemay. $3,750. 

Mr. Schapiro. Did you attempt to 
determine how much he spent? 


Mr. Lemay. We did. 

Mr. Schapiro. How did you go about 
doing that? 

Mr. Lemay. By circularizing the stores 
in his neighborhood, making personal 


calls. Also there 


was indication Mrs. 
Bolich did a lot of shopping around 
Fifth Avenue. We circularized those 


stores either in person or by sending out 
letters. 


Mr. Schapiro. Do you think you ob- 
tained al Ithe expenditures his family 
made for clothing? 

Mr. Lemay. No. We are sure we did 
not obtain all of them. 

Mr. Schapiro. You did secure invoices 
and statements from the stores for some 
expenditures? 

Mr. Lemay. That is correct. 

Mr. Schapiro. How much is the total 
of the expenditures which you have in- 
voices for? 

Mr. Lemay. $9,866.79. 

Mr. Schapiro. In other words, you 
were able to show, by obtaining in- 
voices, approximately $6,000 in clothing 
expenditures more than Mr. Bolich ad- 
mitted? . 

Mr. Lemay. That is correct. 

Mr. Schapiro. Do you have those in- 
voices with you? 

Mr. Lemay. Yes. ¥ 
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NEW DECISIONS IN FRAUD & NEGLIGENCE THIS MONTH 








Lawyer, who was teacher of income tax, 
penalized for insufficient returns. The 
statute of 
assessments is extended to five years (six 


three-year limitations on 
years under 1954 Code) if gross income 
is understated by more than 25%, and 
is extended indefinitely if no return is 
filed. Taxpayer’s return read “Total in- 
than $5,000. 
the tax has 


come less Employed by 


and been withheld. 
Do not owe any additional tax.” The 
court holds that taxpayer reported no 
eross income. And even if $5,000 were 
to be accepted as the gross income re- 
ported, she omitted from gross income 
more than 25% of $5,000, and therefore 
an assessment notice mailed within five 
years of the due date was timely. De- 
ductions for theft and fire losses, legal 
expenses, bad debts, business and rental 
expenses are disallowed. Negligence 
penalties are sustained. It was shown 
that taxpayer taught federal tax matters 
but failed to keep proper records for her 
own transactions. Evans, CA-8, 7/16/56. 


Criminal net-worth conviction affirmed. 
The court finds no reversible error in 
the trial below which resulted in a jury 
verdict of guilty. Defendant was a hotel 
keeper; the Government’s case was that 
he received a part of illegal fees col- 
lected by porters and bellboys in con- 
nection with prostitution and the sale 
of liquor. Risinger, CA-5, 8/3/56. 


Giving alleged net worth at yearly tax 
period adequate bill of particulars. In 
answer to defendant’s request for a bill 
of particulars, the Government replied 
that it would proceed on the net-worth 
theory and stated the opening worth and 
the approximate worth at the end of 
each taxable year. This the court holds 
Government in- 


is adequate. If the 


tends to show fraudulent entries or 
omissions, it should identify the items 


generally. Kleinman, DC N.Y., 6/20/56. 


Undeposited cash redetermined in net- 
worth calculation. The findings of the 
lax Court in a prior proceeding as 
to the amounts of a joint pool of un- 
deposited cash on hand at the beginning 
years to 
determine the increase in taxpayer’s net 


and end of several taxable 


worth was reversed and remanded by 
the circuit court. After considering addi- 





tional evidence the Tax Court, applying 
the Cohan rule, redetermines the cash 
on hand on the crucial dates. Thomas, 
FCM 1956-185. 


Net-worth method acceptable; records 
inadequate. Taxpayers conducted an 
auto-part business, owned real estate, 
and operated an airport. The Tax Court 
approved reconstruction of taxable in- 
come by the net worth method in the 
absence of adequate records. However, 
cash on hand at the beginning and end 
of the period, as well as the amount of 
the expenditures and liabilities as found 
by the Commissioner were redetermined 
by the Tax Court. On the facts, fraud 
penalties were upheld for three of the 
five years involved in which income in 
$140,000 
The 
facts and were amply supported by the 
evidence. Diffendall, CA-4, 7/17/56. 


excess of was omitted. This 


court affirms. issues were all of 


Policeman’s net worth conviction up- 
held despite failure of proof of probable 
source. On the 
meticulous net-worth investigation, the 


basis of elaborate and 


defendant, a Rochester policeman as- 
signed to the vice squad, was convicted 
of evasion. This court affirms the con- 
the 
currency on 


Government 
the 
opening, there was sufficient evidence, 


viction. Although 


allowed no hand in 
in the form of small borrowings prior 
thereto, to permit the jury to conclude 
defendant had no cash hoard. In addi- 


tion, while the Government offered 
merely a few suggestions that defendant 
might have received “protection” pay- 
ments, the net-worth computations them- 
selves, plus the Government’s negation 
of defendant’s suggestions of nontaxable 
sources, are sufficient support for a jury 
finding of income from some source. 
Dissent by Judge Frank: There is 
doubt that the Hollander case (348 U.S. 
121) ever permits a net-worth convic- 
tion without proof of probable source 
of income. But even if negation of non- 
taxable sources can sometimes be sub- 
stituted for proof of possible source, 
here the only evidence of nontaxable 
sources is defendant’s conflicting state- 
ments in the pre-indictment investiga- 
Such 
denials—not affirmative admissions. They 


tion. Statements were at most 


are analogous to flight, false alibi or 
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spoliation of documents, which, under 
the are to be very 
carefully weighed because they can evi- 
dence panic and confusion as well as 
guilt. Ford, CA-2, 8/6/56. 


law of evidence, 


Doctor’s income computed by net worth; 
sufficient evidence to sustain fraud. As 
an offset to the 
worth analysis, taxpayer-doctor offered in 


Commissioner’s net- 


evidence a counter net-worth analysis 
computed by a CPA employed by tax- 
payer for that purpose. The computa- 
tions differed widely and were irreconcil- 
able. The court rejects both and applies 
the rule to make its 
the 
Fraud is held sufficiently evidenced by 


three 


Cohan own ap- 


proximation of doctor’s income. 


factors: (1) a substantial under- 
statement of income for each of the six 
years involved; (2) the taxpayer’s uni- 
form practice of keeping large sums of 
cash in his safe-deposit box, office safe 
and on his person, thus preventing the 
record; and; 
(3) his unjustified attempt to attribute 
to members of his family ownership of 


keeping of an accurate 


money handled by him. Minor, TCM 
1956-175. 


understated income. 
Owners of a carnival are held to have 


Carnival owners 


understated their income on the basis 
of a net-worth computaion. However, 
fraud is not proved by “clear and con- 
vincing”’ evidence so that the deficiencies 
for some of the years are barred. Collins, 


TCM 1956-156. 


Net worth used to determine oculist’s 
Use of the method 
in determining the taxable income of 


income. net-worth 
an oculist and eye surgeon is held justi- 
fied. His professional receipts as re- 
corded in a receipt book failed to re- 
concile with the actual deposits, and no 
records were available from which the 
total amount received from operations 
could be determined. The court upholds 
the fraud penalty, concluding that tax- 
payer in preparing and filing his re- 
turn was aware that they were not true, 
correct, and complete returns of his in- 
come. Schwarzkopf, TCM 1956-155. 


Tax Court affirmed in net-worth case. 
On the record, this court 
finds that the Tax Court was justified 
in asserting the fraud penalties in a 


review of 


net-worth case because of the fraud and 
in holding the bar of the statute of 
limitations had been removed. Alex- 
ander, CA-6, 6/18/56. 
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Gratuitous payments to employee’s 


widow: her uncertain 


—. 101(b) of the 1954 Code 
seems on first reading to imply that 
all payments to widows made by the 
employer of the deceased husband are, 
except for the first $5,000, taxable. But 
in cases under the old Code taxpayers 
had been quite successful in persuading 
the that 
were by nature 


courts gratuitous payments 


gifts and tax-free, 
despite the Commissioner’s determined 
opposition. A recent note in $ New York 
University Law Review 385, consider- 
ing the developments of the case law 
under the 1939 Code and the quite ob- 
scure Congressional 
101 (b) of 

cluded that the widow’s best strategy at 


the 


intent in writing 
Section the new Code, con- 
the 
gratuitous nature of the payments. It 


present time is to insist on 
follows that corporate executives anxious 
to help the widows of their deceased col- 
leagues will do well to ponder this argu- 
the 
resolution providing for payments of 


ment in drawing up corporate 
this type. This is what the note, which 


was written by Paul Farber, said: 


Development of the law 


For many years the income-tax laws 
contained no reference to voluntary 
widows. In the 
the earliest in- 
terpretation on the matter was Treasury 
Decision 2090, 14, 
1914. It ruled of the 


monthly salary of a deceased employee 


payments received by 


absence of a statute, 

issued December 
that payments 
made to his widow for a limited period 
1921, 


Office Decision 1017 ruled that a gratui- 


were exempt from taxation. In 


tous payment to the widow of a deceased 
officer, equivalent to two months’ salary, 
was a gift and therefore not subject to 
income tax. In 1939 the Commissioner, 
by Income Tax Division Ruling 3329, 
reaffirmed his 1914 and 1921 interpreta- 
tions, holding that payments to the 


widow of a deceased officer-stockholder 


tax position 


over a period of two years constituted 
gifts not subject to tax. Because the 
Commissioner and the taxpayer agreed 
on the nontaxability of such payments, 
there was no litigation on the matter 
involving years prior to 1944. 

This situation terminated, 
when the Commissioner, apparently see- 
ing abuses, began his attempt to tax the 
widow. In the first litigated case, Louise 
K. Aprill [13 TC 707 (1949) , acq. 1950-2 
Cum. Bull. 1], the husband had died on 
January 6, 1942. His employer’s board 
of directors (of which the widow, havy- 
ing inherited 75% stock ownership, was 


however, 


a member) voted to pay the widow the 
equivalent of her husband’s full salary 
for a total of 27 months, ending on 
March 31, 1944. The Commissioner un- 
successfully attempted to tax the $4,000 
she received in January, February, and 
March 1944 as a dividend. In the second 
case, Alice M. MacFarlane [19 TC 9 
(1952), acq. 1953-1 Cum. Bull 5], the 
husband had died on October 9, 1944. 
The company, in which the widow 
owned no stock, voluntarily paid her 
in 1944 a total of $66,955. OF this 
amount $15,375, not in issue, repre- 
sented a monthly salary continuation, 
and $51,580, the amount in issue, was 
a lump-sum payment in December 1944, 
representing an amount approximately 
equal to her husband’s bonus in 1943. 
The Commissioner attempted to tax the 
lump-sum payment on the ground that 
it was compensation and not a_per- 
missible salary continuation. The same 
line of reasoning runs through both 
decisions. The intent 
the part of the employer to make a gift. 
It cited Bogardus, 302 U.S. 34 (1937). 
The Supreme Court, four justices dis- 
senting there held nontaxable, as gifts, 
payments made by a corporation to 
former employees of another corpora- 
tion, a portion of the assets of which 


court found on 


had been acquired by the paying corpo- 
ration. The Court held that the inten- 
tion of the party making the payment 
was controlling. The case is often cited 
for its holding that ‘a gift is none the 
less a gift because inspired by gratitude 
for the past faithful service of the re- 
cipient.” 

In the MacFarlane case the fact that 
the employer had relied on IT 3329 was 
given weight in ascertaining intent. 
Such reliance seems to be of no sig- 
nificance now, because later cases, in 
which there could have been no element 
of reliance, reach the same result. The 
Commissioner acquiesced in both cases, 
but only with respect to payments re- 
ceived through the year 1950. For pay- 
ments after 1950, the Commissioner has 
a new approach—IT 4027. 

The case of Varnedoe v. Allen [158 
F.2d 467 (5th Cir. 1946), cert. den. 330 
U.S. 821 (1947) ] inspired the Commis- 
sioner to renew his efforts to tax gratui- 
tous payments to widows. That case held 
taxable pension payments made _pur- 
suant to a Georgia statute to the widow 
of a fireman. In reaching the decision 
the court placed emphasis on the posi- 
tion of the payor (to whom services were 
rendered by the decedent) rather than 
on the payee (the 
widow, who rendered no consideration) . 
With this reasoning in mind, the Com- 
missioner declared, in IT 4027, that all 
payments received by widows after 1950 
were taxable, even if gratuitous, when 
made in respect of services rendered to 
the payor. This seemed, at least in the 
mind of the Commissioner, to settle the 
issue. 


position of the 


Shortly after the issuance of IT 4027, 
Congress passed the Revenue Act of 
1951. Section 302 of that act amended 
Section 22(b) (1), the insurance exclu- 
sion of the Internal Revenue 
Code of 1939, by providing for an ex- 


section 


clusion from gross income of amounts 
not in excess of $5,000 paid by any one 
employer to the beneficiaries of an em- 
ployee in accordance with a pre-exist- 
contract. The purpose of this 
amendment was to relieve, to a limited 


ing 


extent, the tax hardship attaching to the 
receipt of death benefits from an em- 
ployer under a contract as compared 
with the receipt of death benefits under 
a life insurance contract. It would seem 
that Congress was making no indication 
of approval or disapproval of IT 4027 
since the type of payment excluded by 
this legislation had been held taxable 
even before the issuance of IT 4027. 
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The 
effect on gratuitous payments. 


amendment, therefore, had no 
Che taxability of gratuitous payments 
remained a dormant issue until the Tax 
Court handed down a memorandum de- 
cision on March 31, 1954. In Ruth Hahn 
P-H 1954 TCM Par. 54103), the court 
held that the 
widow during 1951 were gifts and not 
subject to tax. The Bogardus, Aprill, 
and Macfarlane cases were cited. Not the 


payments received by 


slightest mention was made of IT 4027, 
under which the payments clearly would 
have been taxable. However, on Decem- 
ber 27, 1954, the Commissioner express- 
ly reaffirmed IT 4027 as to the taxability 
of payments received after 1950 (Rev. 
Rul. 54-625, 1954-2 Cum. Bull. 85). 

Che year 1955 brought a comparative 
flood of cases, principally in the Tax 
Court. Two more memorandum deci- 
sions, Ralph W. Reardon (P-H 1955 
[CM Par. 55154) and Marie G. Haskell 

P-H 1955 TCM 55196). 
ym June 15 and July 19, 
the the 
both cases were found to have been gifts. 
{prill, Macfarlane, and (in the Reardon 


were delivered 
respectively, 
facts, 


\cain, on payments in 


case only) Bogardus were cited. As in 
the Hahn case, no mention was made 
f IT 4027. 


Finally, on August 19, the Tax Court 
met the issue squarely. In Arthur W. 
Hellstrom (24 TC No. 101) the gratui- 
tous payments were once more held to 
be gifts. This time, however, the court 
held that IT 4027 
followed, stating that the Commissioner 


expressly was not 


cannot by administrative ruling tax as 
rdinary income a payment which the 
payor made and intended as a gift. 
Bogardus, Aprill, and Macfarlane were 
ynce more cited. 


other decisions, also handed 
1955, 


widows taxable. These cases seem to be 


[wo 


down in found payments to 


distinguishable on the facts, and there- 


fore add little toward resolving the 
principal problem. In Ruth T. Lengs- 
field (P-H 1955 TCM Par. 55257) de- 


cided on September 16, payments to 
widows were held taxable, but at divi- 


dend income. The Tax Court dis- 
tinguished the Aprill case, finding that 
the deceased husband was not in this 


case a valued officer, and that the dura- 
tion of the payments was not limited. 
In fact, the husband had died twenty 
the 
These 
with the fact that the three widows con- 


years before first taxable year in 


question. facts, when coupled 
cerned owned personally 63% of the 


stock, with most of the remainder held 


by close relatives, pointed to the con- 
clusion that the payments were, in 
substance, dividends. In Fisher v. United 
States [129 F. Supp. 759 (D. Mass. 
1955) ], decided March 30, husband had 
retired seven months prior to his death. 
On his retirement, he had been voted a 
monthly _install- 
ments, for a full year. Upon his death, 
the 


pension, payable in 


employer's board of governors 
voted to pay the widow the remaining 
five which her husband 
would have collected had he lived. The 
district the surrounding 


circumstances, found no intent that the 


installments 


court, from 
payments should be a gift. Previous cases 
(Aprill, Macfarlane, and Hahn) were 
distinguished on the facts. However, IT 
4027 was cited with approval, the court 
stating that it was declaratory of existing 
law, citing Bausch’s Estate v. Commis- 
sioner, 186 F.2nd 313 (2d. Cir. 1951), 


and Varnedoe v. Allen, 158 F.2d 467 
[5th Cir. 1946, cert. den. 330 U.S. 821 
(1947) }. 


The foregoing discussion demonstrates 
that the taxability of payments received 
after 1950 is far from settled. Litigated 
hold 


where intent to make a gift was shown. 


cases such payments nontaxable 


But the Commissioner has as yet shown 


no intention of retracting IT 4027, and 
if necessary he will probably seek to 
that 


Fisher fact pattern. 


show future cases fall under the 

The uncertainty which exists here, 
however, is dwarfed by the questions 
posed by the Internal Revenue Code 


of 1954. 


The 1954 Code 


1954, 


ap- 


The Internal Revenue Code of 
as previously noted, is expressly 
plicable only to cases in which the em- 
ployee dies after August 16, 1954. Several 
changes were made from the 1939 Code. 
The one of primary importance to the 
problem under analysis here is that the 
payments no longer need be made under 
a contract in order to qualify for the 
$5,000 exclusion. What bearing does this 
change have on future cases falling into 
the Aprill, Macfarlane, Hahn, Haskell, 
Reardon, and Hellstrom pattern? Sec- 
tion 101 (b) provides: “ (1) 
income 


Gross 


does not include amounts re- 


ceived (whether in a single sum or 
the the 


estate or an employee, if such amounts 


otherwise) by beneficiaries or 
are paid by or on behalf of an em- 
ployer and are paid by reason of the 
death of the employee. (2) The 
aggregate under 


amounts excludable 
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paragraph (1) with respect to the death 
of any employee shall exceed 
$5,000 . . .” The statute seems by its 
wording to include all such payments 
to widows, with a maximum exclusion 
of $5,000. Before accepting the plain 
meaning of the statute, however, it is 
first necessary to analyze the background 
existing when the 1954 Code was en- 
acted. The proposed Regulations cover- 
ing Section 101 (b), Par. 1.101-2, 20 Fed. 
Reg. 7486 (1955), shed no additional 
light on this point. 

HR 8300, the original House bill 
which ultimately became the Internal 
Revenue Code of 
on March 9, 


not 


1954, was introduced 
1954, and passed by the 
House on March 18. The report of the 
House Committee on Ways and Means 
states: 


“es 


Restricting (i.e., by the 1939 
Code) the exemption to benefits paid 
under a contract discriminates against 
this 
exist. 


benefits where 
not 
To avoid this problem your committee’s 


those who receive 


contractual obligation does 
bill extends this exclusion to death bene- 
fits whether or not paid under a con- 
| Ss 

This statement bespeaks liberalization. 
And indeed, in future cases involving 
the Fisher facts, the first $5,000 would 
be excluded. It is that 
the 
that IT 4027 represented the law, since 


the 
basis 


obvious 
House was proceeding on 
at the time the Hahn case had not yet 
been decided. No change pertinent to 
this discussion was made by the Senate, 
although the Hahn case had been de- 
cided in the meanwhile. It seems reason- 
that, great a 
number of changes in our tax structure 


able to assume with so 


under consideration, Congress did not 


consider the Hahn case, a Tax Court 


which no 
mention was made of IT 4027. The re- 


Memorandum Decision in 
sult would be most paradoxical if—after 
two instances of Congressional liberality 
—widows were subjected to tax in a 
situation where, in most instances, they 
were not taxed previously. 

Other problems arise as the result of 
a “plain meaning” interpretation of Sec- 
tion 101(b). Section 102 of the 1954 
Code continues to exclude from 
income gifts and inheritances. The Su- 
preme Court in Bogardus case stated 


gross 


specifically that compensation on the 


1 The four dissenting justices (Brandeis, Stone, 
Cardozo, and Black) disagreed specifically on this 
point, stating that “the categories of ‘gift’ and 
‘compensation’ are not always mutually exclusive, 
but at times can overlap.” 

2In this particular case, the Congressman had 
died before August 16, 1954, but presumably the 
ruling will be of future az>plication. 
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one hand, and gifts on the other, were 
mutually exclusive. If that is so, a gra- 
tuitous payment to a widow must fall 
either within Section 101 (b) or within 
Section 102. As previously explained, the 
cases have characterized these payments 
as gifts. The only way for the Commis- 
sioner to overcome this obstacle is to 
maintain that Congress intended to 
classify such payments as income and 
not as gifts. Such an intent, from the 
record, seems difficult to ascribe. 


What to do 

The Internal Revenue Service itself 
may have indicated the approach which 
widows should take. Congress frequent- 
ly provides for death gratuity payments 
to the widow, estate, or other benefici- 
aries of Congressmen who die while in 
office. One such enactment, which was 
part of the Third Supplemental Appro- 
priation Act of 1952, declared that such 
a death gratuity payment “shall be held 
to have been a gift.” A beneficiary unde 
a 1954 enactment? had requested advice 
as to the taxability of a death gratuity 
payment received by her. Revenue Rul- 
ing 55-609, citing the declaration of the 
1952 statute that the payment was a gift, 
ruled that the payment was excludible 
from the gross income of the recipient 
for federal income-tax purposes. It may 
be hazardous to analogize Congres 
sional death gratuity payments to other 
situations. But it does appear that such 
a payment otherwise would be clearly 
taxable under either IT 4027 or Sec- 
tion 101 (b) (as literally construed) of 
the 1954 Code. It was paid to the bene- 
ficiary, by the “employer” (the United 
States), by reason of the death of the 
“employee”’ (the Congressman), and 
with respect to services rendered to the 
payor. The key to the ruling was that 
the payment constituted a gift within 
Section 102 of the Internal Revenue 
Code of 1954. It would seem that if pay- 
ments declared to be gifts by an appro- 
priation act are gifts and not income for 
tax purposes, then payments already 
declared by the courts to be gifts for in- 
come tax purposes should also be tax- 
exempt. 

Under both the 1939 Code and the 
1954 Code, substantial grounds exist to 
support the position that gratuitous pay- 
ments to widow are not taxable. On 
the basis of past performance it is 
reasonable to infer that the Commis- 
sioner will continue to resist such a 


position. Despite this, it appears advis- 


able for widows to exclude such pay- 
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ments from income, especially where the 
tax involved is significant. The prob- 
ability of success under the 1939 Code 
is high. Undoubtedly litigation under 
the 1954 Code will occur, but at present 
the widow’s prospect of winning seems 
quite favorable. Such a victory would 





force: the Commissioner to go to Con- 
gress for his remedy. In view of the 
manner in which rulings, case law, and 
statutes have developed, a thorough 
study of the situation by Congress, fol- 
lowed by a statute which unambiguously 


sets forth its intent, is desirable. w 


Informal deals (e.g., investment clubs) can 


drift into expensive tax, other, liability 


fips REFRESHING INFORMALITY of the 
investment clubs which have been 
springing up like wildfire around the 
country begins to slip away as they get 
big. Whether or not they make money, 
some of them are definitely in the big 
money. And some of them are in serious 
danger of incurring tax liabilities or of 
subject to SEC 
whether they know it or not. 


becoming control, 

The danger exists for any informal 
aggregation for profit. It happens that 
the investment clubs are a good, con- 
venient, and numerous example. They 
work like this: Tom, Dick, and Harry, 
along with Tom’s two brothers, Harry’s 
partner and his son, and a couple of 
friends, are intrigued by the idea of 
making money in the stock market. 
They haven't a lot of money — not 
enough to do much on their own ac- 
counts. But by pooling their cash they 
raise $10,000, enough, they feel, to make 
it worth the trouble to trade in the 
stock market. 

It’s a friendly deal. But just to make 
sure everybody understands what they’re 
doing they write a memo that each signs 
and each gets a copy of saying that each 
will share in profits or losses in propor- 
tion to his contribution of money, that 
fom will manage the fund with such 
assistance as he can get. 

This was in 1948. Tom was smart; 
he did get good advice. The Club made 
money. It made so much, in fact, that 
the word got around. In the following 


six years about 150 of their friends and 


Cohan rule applied to unreimbursed 
business expenses. A salesman who had 


claimed over $1,000 as unreimbursed 
business expenses is allowed $700 by the 
court (the Commissioner had allowed 
only $250). However, the Commissioner's 
disallowances of $200 out of $400 of con- 


relatives came into the Club. In 1955, as 
much to their own surprise as anyone’s, 
the value of cash and securities belong- 
ing to the club was $460,000. By this 
time they had retained the services of a 
lawyer and an accountant, had a small 
office and a part-time clerk to keep the 
records. Tom’s management now was 
expanded to include a committee of 
Tom, Joe and Ed. Now they had a 
pretty big thing on their hands even 
though they still thought of their opera- 
tion as an informal cooperative affair 
among friends. 

But along comes the IRS. It wants to 
know whether this isn’t an association 
taxable as a corporation (with a 
disastrous corporate tax liability). It has 
many of the attributes of a corporation. 

Or on the other, hand they may be 
able to maintain their status as a joint 
venture, taxable as a partnership. Maybe 


this is all a surprise; they've never filed 


partnership return. 

We understand the IRS is studying 
these situations. A word to the wise 
should lead to a review of the project’s 
activities before complications get  ser- 
ious. Of course the facts are terribly 
important. What does the charter, part- 
nership agreement, by-laws, etc., have to 
say? 

And don’t forget, also, that the SEC 
takes interest in any investment activity 
that takes money from “members.” May- 
be a little “talking around,” or a note in 
the company newspaper, makes this a 
public offering. 





tributions, and $188 out of $400 medical 
expenses, are upheld. Kelly, TCM 1956- 
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Can file jointly despite interlocutory 
dworce decree. On April 28, 1952, an 
interlocutory 


decree of divorce was 
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granted taxpayer's wife. It became final 
on May 1953. The court holds the 
parties were married on December 31, 
1952 and entitled to file a joint return. 
Boyer, DC Calif., 5/1/56. 

First husband increases alimony to 
finance second! not deductible. Tax- 
payer and his wife were divorced in 
june 1942. Two months earlier they 
entered into an agreement which was 
made part of the divorce decree and 
which provided for alimony payments 
for the remainder of the wife’s life or 
until her remarriage. In 1948, the wife 
told taxpayer she intended to remarry a 
man who was “relatively impecunious.” 
In order to enable her to remarry, tax- 
payer entered into a new agreement 


with her. Payments under this new 
agreement are considered incident to 
remarriage rather than divorce and were 
therefore not deductible as alimony pay- 


ments. Hollander, 26 TC No. 102. 


Payments under oral agreement (later 
written) deductible as alimony. [Acqui- 
escence| Prior to taxpayer’s divorce in 
1940, he entered into an oral agreement 
with his wife to pay her $50 a week for 
the rest of her life, to be reduced to $25 
if she remarried. The divorce decree de- 
clared forfeit all of the wife’s rights of 
dower, homestead, and alimony. Tax- 
payer remarried and shortly thereafter 
in 1945 he and his former wife reduced 
their oral agreement to writing. The 
payments were held in discharge of a 
marital written 
divorce” and 


obligation under “a 


agreement incident to 
payments thereunder were deductible. 
Six dissents: The divorce decree cut 
off the wife’s right to support or ali- 
mony; hence, the obligation to pay was 
not founded on a marital obligation 
prerequisite to deductible alimony. Fix- 
ler, 25 TC No. 157, aca. IRB 1956-33. 


ilimony taxable though from husband’s 

tax-free funds. Alimony payments to 
taxpayer were made from either her 
former husband’s capital or his tax- 
exempt income. The source of payments 
is ruled immaterial, and the amounts 
are held taxable as income to the wife 
without violating any constitutional pro- 
visions. That there had been a prior 
proceeding involving the same payments 
did not bar the present action involving 
constitutional questions because these 
questions were not raised or considered 
in the prior case. Neeman, 26 TC No. 
107. 


Wife taxed on alimony payment former- 
ly held deductible by husband. The 
court holds that $3,000 of a $12,500 pay- 
ment received by taxpayer at the time 
of her divorce is taxable as periodic 
payment of alimony. A prior Tax Court 
holding that the taxpayer’s ex-husband 
could deduct only $3,000 of this pay- 
ment is not binding; since no new evi- 
dence was offered, the court sees no 
reason to review its prior finding. 
Haddeman Estate, TCM 1956-173. 


Mental patient’s cross-country trip is 
deductible. While taxpayer was a psy- 
chiatric patient, her doctor directed her 
to take a trip from her home in New 
York to her sister in California. The 
visit was arranged in the hope of avoid- 
ing placing her in an institution. The 
court holds that the cost of the trip is 
deductible. In addition, payments for 
the rental of an auto to take her for 
rides while she was a patient at a mental 
hospital are also deductible as medical 
expenses. However, the cost of a visit 
of a family friend is disallowed. Pepper 
Estate, TCM 1956-167. 


Husband with two wives in one year 
denied exemption for either. In the 
same year his first wife died, taxpayer 
remarried. He filed a separate return 
and claimed one exemption for him- 
self and one for his deceased wife. His 
second wife filed a separate return. The 
court concludes that as taxpayer was 
married at the end of the year his allow- 
able exemptions were to be determined 
as of that date; he was not permitted 
to go back to the date of his deceased 
wife’s death to establish a status in 
connection with another exemption. 
Since his second wife filed separately, he 
could not claim an exemption for either 
spouse for that year. Epps, 26 TC No. 
104. 


Commissioner won't follow Tax Court 
in allowing rental value of house in 
measuring support furnished. [Non- 
acquiescence] The Commissioner an- 
nounces his non-acquiescence in two 
cases in which the Tax Court included 
the rental value of a house furnished to 
dependents in computing the amount 
of support furnished. Blarek, 23 TC 
1037, non-acq. IRB 1956-33; Haynes, 23 
TC 1046, non-acq. IRB 1956-33. 


Plumber on temporary jobs can deduct 
away-from-home expenses. The court is 
satisfied that a plumber’s home was in 
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New York and that he was therefore en- 
titled to deduct travel, board, and lodg- 
ing in connection with jobs of a tempor- 
ary nature in Illinois, Indiana and Ken- 
tucky. Kuris, TCM 1956-163. 


Broker can deduct voluntary payment 
of claims and reinsurance costs. Claims 
and reinsurance costs voluntarily paid 
by an insurance broker to his clients be- 
cause of the suspension of an insurance 
company in which he wrote insurance 
policies for his customers are deductible 
as ordinary and necessary expenses di- 
rectly related to the carrying on of his 
insurance business. Rev. Rul. 56-359. 


Lawyer gets some deduction for second 
office at home. A New York lawyer is 
permitted to deduct 75% of his auto 


maintenance and depreciation on two 


) 


cars used in his law practice. The Com- 
missioner’s allowance of a portion of 
the claimed expenses for entertainment 
and the rental of and cleaning of a 
room used at home for a second office 
is also upheld. In addition, he is allowed 
some deduction for stenographic services 
performed in his home. Lindauer, TCM 
1956-172. 


No deduction for contributions to fra- 
ternal building fund. 
Contributions to the building fund of 


organization’s 


a fraternal organization are not de- 
ductible. They are not exclusively for 
charitable purposes even though some 
of the activities in which the organiza- 
tion engages may be of a charitable 
nature. Rev. Rul. 56-329. 


Medical student’s psychoanalysis not a 
medical expense. A medical student, as 
part of his preparation for practice as a 
psychoanalyst, must undergo analysis. 
The cost of this analysis is a nonde- 
ductible personal expense and not a 
medical expense. Rev. Rul. 56-263. 


Jury allows expenses of corporate stock- 
holder. Taxpayer incurred and deducted 
expenditures on behalf of two partner- 
ships of which he was a member, and 
of a corporation of which he was a ma- 
jority stockholder. The Commissioner 
contended that the expenses were not 
ordinary and necessary to taxpayer's 
business. The court charged that an 
expense is ordinary and necessary if it 
is appropriate and helpful in securing 
the objectives of the business. The jury 
finds for’taxpayer. Dodd, DC Ga., 4/18/ 
56. 
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When is money money, when is it 


a commodity? authorities differ 


* esecxgn'ncie QUESTION in the taxa- 
tion of transactions in foreign cur- 
rencies is whether and when the foreign 
treated as a com- 
modity. Alvin Bush, in University of 


currency should be 
Illinois Law Forum, takes the position 
that “Foreign money should be treated as 
money when it performs the same func- 
tions as domestic money, and should be 
treated as a commodity when it is an 
object of commercial intercourse.” Mr. 
Bush concludes that “several cases have 
explicitly accepted these principles, and 
that many more have done so in effect. 
All future cases should utilize them.” 

In November, 1948, Sidney Roberts, 
one of the editors of this department, 
reached a conclusion which, while not 
diametrically opposed to Mr. Bush’s, at 
least differs sharply. Mr. Bush’s views 
are reprinted below with minor abridg- 
ment; certain related portions of Mr. 
Roberts’ article from Taxes and com- 
ment are inserted at relevant points 
(italic illustrate both the 
similarity and divergence of views of the 
two men. 


type) » 


Fluctuating exchange rate 


Probably the most vexatious income- 
tax problem which arises in connection 
with foreign money transactions stems 
from the difficulty in valuing foreign ex- 
change due to the constantly fluctuating 
value of this money in relation to Amer- 
ican dollars, says Mr. Bush. For example 
a taxpayer purchases wool in England 
on credit for resale in the United States. 
He considers the transaction to be simi- 
lar to one in which he_ purchases 
domestic goods and expects his profit to 
be made on the resale. If the taxpayer 
had made a domestic purchase and could 
find buyers at the price he anticipated, 
his profit would be assured. However, 
the profit of the taxpayer who imports 
goods is not only affected by the resale 


price but also by the number of dollars 
which will be required to discharge his 
pound debt in England; for though the 
pound might have been worth $3.00 
when he made his purchase, it may be 
worth $2.00 or $4.00 when the debt is 
due. The taxpayer may thus derive an 
unexpected gain or suffer an unforeseen 
loss. 


Legal theory of foreign money 


Much of the present ap- 
parently stems from a lack of a clear 
understanding by the taxing authorities 
of the legal significance of foreign 
money. 


confusion 


Theoretically, foreign money may be 
considered equivalent to domestic money 
or it may be treated as non-money. If it 
is treated as non-money, it is considered 
to be a commodity, similar to a security. 
Many cases, including those involving 
taxation of foreign money. as well as 
other types of cases, ignore the first 
part of this dichotomy and treat foreign 
money as if it were a commodity no 
matter what function it is serving. This 
commodity theory of foreign money has 
been tersely stated as follows: 

A coin or note functions as 
the territory in 
which that currency customarily circu- 


money only within 
lates; elsewhere the coin or note com- 
(Nuss- 
baum, Money in the Law, National and 
International, vi, (rev. ed. 1950)). 


It can be observed that foreign money 


monly becomes a commodity.” 


may well be a commodity as where a 
person purchases German marks hoping 
to profit from a change in their value in 
relation to dollars. But this is only one 
type of transaction, and while the above 
definition does not state that foreign 
money is always a commodity, it does 
indicate that this is most often true. On 
this basis it seems that the statement is 
too sweeping, and its author recognizes 


that it is subject to important qualifica- 
tions—in fact, qualifications which it is 
thought render the statement quite mis- 
leading. 

It is not difficult to see that foreign 
currency often the 
functions as domestic money; it serves 


very serves same 
as a medium of exchange and is used 
for the purpose of other functions ful- 
filled by the domestic currency. To 
illustrate, if a banker lends an American 
taxpayer 1,000 pounds sterling, it can- 
not be doubted that this is not a bail- 
ment of a commodity, but is an actual 
loan. It differs from a bailment in that 
the actual pounds lent are not to be 
redelivered, but an equivalent sum is 
subsequently to be repaid.t Or, if a 
taxpayer enters into a contract with a 
Paris firm by which the former under- 
takes to deliver a quantity of radios for 
a certain amount of French francs, it is 
obvious that not a barter of 
francs for radios. It is a sale of goods, 


this is 


and the francs are the price. 

Mr. Roberts says: It has often been 
said that foreign currency is a com- 
modity. However, closer analysis re- 
quires a comparison of the attributes 
of foreign and federal (United States) 
currency. Money, both foreign and 
federal, has two general character- 
istics: (1) It is a medium of exchange, 
i.e., it is generally accepted in ex- 
change for commodities. (2) It has 
a fixed standard of value. 

Foreign currency is similar to 
federal currency in that at certain 
times and places it is generally ac- 
cepted in exchange for commodities. 
Other forms of property, even mar- 
ketable securities, the 
same attribute, although marketable 


do not have 
securities may be similar to foreign 
currency in that both often 
readily convertible into cash. For this 
reason, it does not necessarily follow 
that a purchase with foreign cur- 
rency should be treated as any othe 
exchange. Certainly, a resident of 
England would hardly consider that 
his purchase of inventory with Eng- 
lish pounds represents an exchange, 
a sale of pounds and a purchase of 
inventory. Cf. Fraenkel, 
Domestic Courts,’ 35 
Columbia Law Review 360, 364-365. 

On the other hand, foreign cur- 
rency is dissimilar to federal currency 
in that it must be valued in terms of 
federal currency for the purposes of 
the federal income tax. Unlike 
United States dollars, it has no fixed 
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standard of value for federal taxation. 

Thus, foreign currency and United 
States currency are (a) similar in that 
both function as a medium of ex- 
hange, and (b) different in that for- 
eign currency does not have a fixed 
standard of value which can serve as 

measure for federal income-tax pur- 


DOSES. 


idministrative difficulty 


Thus, although for each transaction 


it must be determined what foreign 
money is, continues Mr. Bush, it is ap- 
parent that it should not always be 
treated as a commodity. Foreign money 

wuld be treated as money when it 


performs the same functions as domestic 
ioney, and should be treated as a com- 
odity where it is an object of com- 

cial intercourse. Since the manner 

in which foreign money is treated, i.e., 
1s a commodity or as money, often pre- 
supposes a difference in tax result, the 
differentiation in its function should be 
arefully observed. From such charac- 
terization, general principles may be de- 
veloped which will be applicable to 
future problems and consisteucy may be 
supplied to replace the inconsonance 
which prevails among the presently de- 
cided cases. Analysis of these decisions 
elucidate in a 


will serve to concrete 


manner the modus operandi of this 
theory, as well as serve to exemplify the 


types of problems which can arise. 


Dealers in foreign exchange 


Of the various types of transactions 
involving foreign currency, taxation of 
those involving dealers in foreign ex- 


change is the simplest. A dealer in for- 





eign money is one who purchases it for 
resale to persons who desire or require 
it. These dealers are treated as dealers in 
conventional securities. 

Under this treatment the foreign cur- 
rency dealer may use the annual in- 
ventory method of computing income. 
In other words, he can inventory in 
terms of United States money the for- 
eign money which he holds at the be- 
ginning and again at the end of the 
year. Thus, the dealer can reflect fluctua- 
tions in the foreign money, and no 
valuation problems due to fluctuations 
arise. 

When the dealer’s transactions of pur- 
chase and resale are analyzed, it is clear 
that the foreign exchange is the object 
of the bargain. The money is the dealer’s 
stock-in-trade just as lamps and tables or 


stocks and bonds would be. Therefore, 


there is no doubt that this “object of 
commerce” should be treated as any 
other commodity. 

However, “dealers” is strictly defined, 
and other taxpayers who have dealings 
in foreign exchange are not allowed to 
reflect appreciation or depreciation in 
forgign currency values. In the case of 
these latter taxpayers, there must be a 
closed transaction before the fluctuation 
can be considered. 


Investors, speculators in foreign currency 


A somewhat related type of trans- 
action occurs when taxpayers purchase 
foreign money for purposes of invest- 
ment or speculation. Anticipating a rise 
in the value of the currency in relation 
to dollars, the taxpayer enters into the 
engagement hoping to make a_ profit. 
Such a taxpayer does not come within 
the definition of “dealer,” and therefore 
cannot reflect fluctuations in the cur- 
rency values by use of the inventory 
method. 

However, since the transaction was 
entered into for profit, if the foreign 
exchange is disposed of at a loss, the loss 
may be deducted. Conversely, if there is 
a gain upon the disposition, the gain will 
be included in gross income. A disposi- 
tion is necessary, and the gain or loss 
must be accounted for in the year the 
sale is made. The difference between the 
rate at which the taxpayer secured the 
foreign money and the rate at which 
he disposed of it determines the gain 
or loss. According to the Commissioner, 
the gain or loss in this situation comes 
within the capital-gain provisions, (IT 
3810, 1946-2 Cum. Bull. 55) since the 
foreign money, under these circum- 
stances, comes within the definition of a 
capital asset. 

These rules are identical with those 
governing dealings in securities or other 
commodities. Since once again examina- 
tion discloses that these taxpayers are 
traficking in foreign exchange as the 
“object” of their commercial intercourse, 
there can be no quarrel with this line 
of cases on the theoretical basis here- 
tofore proposed. Thus, the cases of 
dealers and speculators are two instances 
where foreign money comes within the 
definition of foreign money as a com- 
modity. It should be and is treated ac- 
cordingly. 


Purchases with foreign currency 


A very common type of foreign-ex- 
change transaction is the purchase of 
abroad. In_ this 


merchandise type of 
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transaction the foreign money is not 
purchased as an end in itself, as it was 
in the transactions previously discussed. 
It is purchased with further objects in 
mind. For example, the taxpayer may 
purchase francs to enable him to buy 
perfume from a French merchant who 
considers the franc as the only accept- 
able medium of exchange. 

For the purchase the taxpayer may 
choose either to pay the francs imme- 
diately or to establish an open account. 
If he 


fluctuations problems arise. If he buys 


chooses the former course, no 
on credit, however, fluctuations can com- 
plicate the tax picture. To illustrate, the 
taxpayer purchases the perfume in 
France for 100,000 francs on a 180-day 
open account. Before the debt falls due 
the francs decline in value. If it took 
$1,000 to purchase 100,000 francs when 
the perfume was purchased and now 
only $800 is required, it is reasonably 
clear that the taxpayer has received an 
economic benefit of $200 which will be 
taxable. 

The two questions which are pre- 
sented are (1) whether this is a capital 
gain or ordinary income, and (2) when 
this gain is taxable. 

As previously discussed, when foreign 
currency is purchased for speculative 
purposes, the foreign currency is treated 
as a commodity and the capital-gain pro- 
visions apply. A fortiori if the foreign 
currency is a commodity when it is 
bought in order to pay off a debt and 
there are speculative aspects present, 
the capital-gain and -loss provisions 
would again apply. 

Of course, in the case of an open ac- 
count indebtedness, there is no sale or 
exchange of foreign currency.* However, 
several cases treat the foreign money as 
if it were a commodity and state that by 
establishing credit, perforce the taxpayer 
is in effect speculating in foreign ex- 
change. [Subsequent to the publication 
of Mr. Bush’s article, the Tax Court has 
held that the gain is capital. America- 
Southeast Asia Co., 26 TC No. 21 
(1956); Bevnore Corp., TCM 1956-101. 
Editor]. It is thus possible that the capi- 
tal-gain provisions would be applicable, 


1 While it is not always necessary for the bailee 
to return the specific goods, this is a usual char- 
acteristic of a bailment. See 4 WILLISTON, CoNn- 
TRACTS § 1035 (rev. ed. 1936). 

2In cases as Bernuth Lembcke Co., 1 B.T.A. 
1051 (1925), where the taxpayer contracted to 
purchase the foreign money prior to the date he 
was to pay for the goods bought and then ac- 
tually had to buy the money, there is an ex- 
change of foreign currency. It is therefore more 
likely that the capital gain provision would ap- 
ply here. 
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been 
added that these 
provisions would have no conceivable 


although the’ question has not 


litigated. It may be 


applicability, if under these facts the 
foreign exchange is not a commodity. 

As to the time when the gain or loss 
is reportable, there are two possibilities. 
First, by treating the financial arrange- 
ments and the purchase of merchandise 
as a simple integrated transaction, the 
change in value of the foreign exchange 
would be reflected in the taxpayer's cost 
of goods. Thus, income or loss would be 
recognized when the goods were resold. 
Second, the purchase of goods and the 
credit transaction can be treated as two 
separate engagements, taking the income 
or loss when the debt is paid. 

On this point Mr. Roberts says: 
Suppose I acquire merchandise with 
foreign currency. Does this represent 
(1) an exchange of one commodity, 

another, 


foreign currency, for mer- 


chandise—taxable as in the case of 
any other exchange of commodities; 
or (2) a purchase of merchandise 
with foreign currency—nontaxable as 
in the case of a purchase with United 

States dollars? 

Originally, Mr. Bush continues, the 
first of these two suggestions was con- 
OD 489, the 
that the 


goods should be entered at the rate of 


sidered to be correct. In 


Commissioner ruled cost of 
exchange prevailing at the time that 
payment for the goods is actually made. 
Subsequently, however, it appears that 
the second treatment has won approval. 
This latter approach had its beginning 
in Bernuth In that case, 
the taxpayer contracted to purchase ex- 


Lembcke Co. 


change to pay for foreign goods which 
he intended to purchase. The value of 
the foreign currency shrank and when 
the taxpayer paid for the foreign cur- 
rency, he was required to pay more than 
he would have had to pay if he pur- 
chased the exchange at the time pay- 
ment for the goods was made. The court 
stated that goods could not be _ in- 
ventoried at more than their actual cost 
and the terms of the ex- 
change at the date of purchase. Thus, 


the taxpayer suffered a loss on the ex- 


cost was in 


change transaction and was allowed a 
deduction. 

Further sanction to this method was 
given in Joyce-Koebel Co. (6 BTA 403 
(1927)), where the taxpayer purchased 
foreign goods on credit and subsequently 
paid for them in pounds sterling which 
had been purchased by the taxpayer at 
the time the debt became due. In the 
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interval between the date of purchase 
and the date of payment, pounds de- 
preciated in value. The ‘court, citing 
Bernuth Lembcke, held that the cost of 
goods must be determined by reducing 
pounds to dollars at the rate of ex- 
change prevailing on the date of pur- 
chase. It was further stated that when 
a taxpayer makes the purchase on credit, 
it is investing or speculating in foreign 
currency, and may derive a profit or 
loss on the exchange operation, the cost 
of goods not being affected. 

In a Willard Hel- 


Commissioner, 214 F.2d 


very recent case, 


burn, Inc., v. 
815, further approval has been tacitly 
given to these decisions. In the Helburn 
case the facts were substantially similar 
to Joyce-Koebel, i.e., the taxpayer pur- 
chased on credit merchandise to be paid 
for in pounds, and due to the devalua- 
tion of the pound the taxpayer was able 
to pay the debt with fewer dollars. The 
taxpayer contended that he realized no 
taxable income, but this contention was 
summarily dismissed. The circuit court 
thought it that was re- 
ceived, and recognized the two possibili- 


clear income 
ties for taxation previously mentioned. 
The court was not required to choose 
between them the facts of the 
case,? but it did approve the Tax Court’s 
result which had followed Joyce-Koebel 
Co. and Bermuth Lembcke. 


under 


Accounting authorities differ 


It seems that the accounting authori- 
ties are split with many favoring the 
two separate transactions theory, al- 
though the other possibility also has 
its followers. The accountants who pre- 
fer the two-transactions treatment ap- 
parently rest on the ground that foreign 
exchange is always a commodity. In 
other words, the purchase of goods is one 
transaction, and the financial arrange- 
ments are a separate bargain for the 
purchase of a commodity. The dispo- 
sition of this latter commodity in no 
way affects the results of the first trans- 
action. The cases cited above must also 
be based on similar reasoning. 

I find the justification for this result 
under the theoretical concept of foreign 
money can only be had if the foreign 
money involved in the purchase of the 
goods was in itself an object of the com- 
mercial intercourse. If this is not true, 
the foreign money should be treated as 
a medium of exchange, valuing the cost 
of goods at the amount of dollars which 
was required for their acquisition. This 
amount is the number of dollars which 


discharged the foreign debt. 

It is not too difficult to understand 
why the taxpayer in Bernuth Lembcke 
was treated as a speculator in foreign 
exchange. Since he purchased the foreign 
money, or at least contracted to purchase 
it, before he purchased the goods, it is 
probable that this was done due to the 
taxpayer’s supposition that the exchange 
rate .was presently favorable and might 
vary to his disadvantage. Although there 
are other purposes for such an advance 
purchase of foreign exchange, it is not 
unreasonable to treat this purchase as a 
collateral speculative transaction, and, 
therefore, to deal with the foreign money 
as a commodity. 

On the Joyce- 
Koebel situation, it is not nearly as 


other hand, in the 
likely that the taxpayer intends to specu- 
late. He is merely buying on credit as 
he would do if he were making a domes- 
tic purchase. This difference was not 
mentioned, Board of 
Tax Appeals in Joyce-Koebel when it 
followed Bernuth Lembcke. It is true 
that the taxpayer could avoid the risk 


however, by the 


of fluctuations by the simple process of 
buying the foreign currency for future 
delivery at the time the purchase on 
credit is made. However, quite often the 
taxpayer would not think of this de- 
vice, or, even if he did, he might not 
consider it necessary; although fluctua- 
tions are ever present, there are many 
reasonably long periods characterized by 
relative stability. 

The taxpayer thinks of the foreign 
money as a medium of exchange and 
would be surprised if he were told that 
he was purchasing a commodity. He is 
not buying the foreign exchange as an 
object in itself but rather to facilitate 
his importation of merchandise. He 
expects his profit to come from resale 
or use of the material he purchases and 
not from favorable exchange fluctua- 
tions. Since this is the ordinary business- 
man’s understanding, and this under- 
standing is fortified by theoretical prin- 
ciples, the most salutary tax result would 
be to adopt the first alternative sug- 
gested, as embodied in OD 489. 

Mr. Roberts reaches the opposite 

conclusion: ... It is suggested that a 
purchase with foreign currency should 


be treated as a taxable exchange for 


the following reasons: 

1. The principle that no gain or 
loss is recognized on a purchase seems 
to rest at least in part upon the re- 
liability of the purchase price as a 
criterion of the fair market value of 
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the property purchased. Indeed, it 
may be merely a rule of administra- 
live convenience making the purchase 
price of an arm’s length transaction 
conclusive evidence of the value of 
the property acquired. To the extent 
that the principle rests on this foun- 
lation, it is inapplicable to purchases 
consummated with foreign currency. 
Unlike United States dollars, but like 
other property, foreign currency lacks 
the attribute of a fixed standard of 
value for the purpose of the federal 
ncome tax law. 

2. The nonrecognition of gain or 
loss on a purchase with foreign cur- 
rency will present further administra- 
tive difficulties. It would properly 
apply 
acquired as a medium of exchange. 


only to foreign currency 
For example, if foreign currency was 
icquired for speculation, it would 
seem proper to tax the speculative 
gain or loss at the time of the dispo- 
sition of the foreign currency, 
whether the disposition is by a sale 
or by an exchange for other property. 
The nonrecognition principle would 
apply, if at all, only where foreign 
currency was acquired as a medium of 
exchange, 1.e., for the purpose of 
acquiring (other) property or services. 
Such a distinction between foreign 
currency acquired as a medium of 
exchange or as a commodity will 
necessitate inquiry into the intent of 
the acquisition. 


Borrowing foreign currency 

By treating the purchase on credit 
and the subsequent payment as two 
separate transactions, it becomes im- 
possible to reconcile the results of the 
purchase-on-credit cases with a related 
line of credit cases—cases where foreign 
money is borrowed. In these latter cases, 
the taxpayers were found to have re- 
ceived no taxable income although they 
were able to discharge their indebted- 
ness for fewer dollars due to the decrease 
in value of the foreign currency. In- 
vestigation of these cases indicates that 
this result may well ensue from treat- 
ment of the foreign money as a medium 
of exchange. 

In B. F. Goodrich Co., 1 TC 1098 
(1943), the taxpayer 
000,000 francs from a Paris bank and 
loaned them to its French subsidiary. 


borrowed _11,- 


The francs declined in value, and the 
taxpayer was able to repay the Paris 
bank with fewer dollars. In William H. 
Coverdale, P-H 


1945 TCM Dec. Par. 


45240, the taxpayer borrowed Canadian 
bank. The 


money borrowed was used for the pur- 


dollars from a Canadian 


chase of securities on which the taxpayer 
incurred a .loss. Subsequently, the Can- 
adian dollars declined in value and 
again the taxpayer was able to discharge 
his_ debt with fewer dollars. In both 
cases the taxpayer was held not to have 
realized a taxable gain.4 The decision in 
each case, it is true, purported to rest 
on the ground that the borrowing and 
return of a commodity cannot give rise 
to a gain or loss, and that the foreign 
money was a commodity. 

It seems, however, that the foreign 
money, while putatively considered a 
commodity, was not actually treated as 
one. To be specific, in the Goodrich case, 
it is apparent that the taxpayer received 
an economic benefit from the decrease in 
its debt. Since there were more than two 
parties involved in the transaction, there 
was not a mere borrowing and return of 
property, although the court considered 
it to be such. It is not the same as if the 
taxpayer borrowed eleven bars of gold 
from the bank and then returned them, 
which is the analogy used by the court. 
If the francs were a commodity, there 
was a short sale which was covered when 
the francs were repaid to the bank. 
Since this short sale resulted in a profit 
there would be taxable income. 

H, however, the francs were treated 
not as a commodity but as a medium of 
exchange, the transaction would not be 
taxable since it was not yet complete. It 
would not be complete until the asset 
acquired with the francs, the account 
receivable from the subsidiary, had been 
paid to the taxpayer so that its value in 
dollars could be determined. Further- 
more, it seems that the Tax Court did 
recognize this aspect of the transaction 
when it stated that the transaction was 
not closed and the question of whether 
it would result in gain or loss is one 
which could not be decided at that time. 

Mr. Roberts, accepting the “com- 
modity” concept rationalizes the cases 
by an analogy to a short sale: 

In Goodrich, no gain or loss was 
realized because the “disposition” 
element was lacking. True, the bor- 
rowed francs had been “covered” by 
virtue of the repayment of the loan 
with domestic currency. Nevertheless, 
there had been no taxable disposi- 
tion of the francs, since they had been 
lent in kind to an affiliate. If the 
affiliate the francs, they 
would have a basis equal to the cost 


returned 
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in United States dollars of the francs 
used to repay the loan. If the tax- 
payer accepted from the affiliate the 
equivalent amount in dollars, gain 
or loss would be recognized at this 
time on the disposition of the francs. 

The taxpayer in Goodrich was in 

the position of a broker who had 

borrowed a share of stock from A, 

lent it to B, and then purchased a 

share of stock to cover his borrowing 

from A. At this point the transaction 
is merely a loan of stock to B, and no 
gain or loss is recognized. 

Again, says Mr. Bush, in the Cover- 
dale case, if the Canadian dollars had 
been treated as a commodity, the tax- 
payer would have made a short sale of 
securities and realized a taxable gain, 
and yet the court held that there was no 
gain. The court also stated that since 
the dealings in the stock resulted in a 
loss, and that the overall result of the 
taxpayer’s dealings was a loss, he could 
not realize a taxable gain. Only by treat- 
ing the foreign money as a medium of 
exchange integrated with the commercial 
transaction can the loss on the stock be 
considered as a counteractant to the gain 
due to the decline in value of the for- 
eign money. 

Mr. Roberts applies the short-sale 
concept: If a purchase with foreign 
currency is a non-taxable transaction, 
it would seem to follow that the 

basis of the merchandise purchased 
would be the basis of the foreign cur- 
rency applied in purchase thereof. 
In this assumption, the result of the 
Coverdale decision may be explained. 
The basis of the Seaboard stock pur- 
chased with foreign currency would 
be the same as that of the foreign 
currency. If the short-sale concept 
suggested above is adopted, no gain 
or loss would be recognized on sale 
of the Seaboard stock prior to repay- 
ment of the loan. Upon repayment of 
the loan, gain or loss would be 
recognized in an amount represent- 
ing the difference between the pro- 
ceeds of sale of the Seaboard stock 
and the dollar cost of the foreign 
currency required. Since the Seaboard 


8 The difference in the two methods is only sig- 
nificant when the transaction extends beyond one 
fiscal year. If the date of payment of the debt 
and the date of resale are in the same period, 
the result is identical under either method. 

4In these cases it should be noted that there is 
no difference in result ensuing from the treat- 
ment as a commodity, as differentiated from a 
medium of exchange, since there would have been 
no taxable event if the foreign money had been 
considered to be a medium of exchange. However, 
failure to tax is inconsistent with the commodity 
theory but consistent with the medium-of-ex- 
change theory. 
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stock sold at a loss, there 


apparently no gain on this theory. 


was was 
The situation would be analogous 
to the case in which T borrows stock 
in Corporation A and exchanges it 
for stock in Corporation B in a non- 
taxable reorganization. When T sells 
the B stock, no gain or loss should 
be recognized until the loan ts repaid. 
Mr. Roberts’ short-sale analysis: 
The Kerbaugh-Empire case may be 
rationalized on the same theory. How- 
ever, it is necessary to consider the 
decision of the case not on the facts 
as they actually were, but on the facts 
Court apparently 
viewed them: that the taxpayer had 


as the Supreme 
Supreme Court ruling 


This the 
Court is based on the only Supreme 


latter statement by Tax 
Court case dealing with the tax conse- 
quences of fluctuations in foreign ex- 
change—Bowers v. Kerbaugh Empire 
Co., 271 U. S. 170, 46 Sup. Ct. 449 
(1926). In Kerbaugh Empire, the tax- 
marks over a 
The 
loaned the marks to its wholly-owned 


payer borrowed German 


period of three years. taxpayer 
subsidiary for the performance of con- 


struction contracts, which contracts re- 
sulted in large losses. The value of marks 
declined greatly, thus allowing the tax- 
payer to repay its loan at a very sub- 
Stantial saving in dollars. The losses on 
the construction contracts, however, ex- 
ceeded this diminution in the taxpayer's 
debt. The Supreme Court held that since 
the entire transaction resulted in a loss, 
there was no taxable gain. 

Thus, the Supreme Court apparently 
proceeded on the basis that foreign 
money was a medium of exchange and 
not a commodity; that the cost of con- 
struction was lower than originally re- 
ported because the marks cost less than 
anticipated, but that this cost was still 
above the income from construction. 
This decision has been severely criti- 
cized,5 but it has never been overruled 
and is still considered a governing prece- 
dent by the recent cases. It is consistent 
with the theory that foreign money is a 
medium of exchange when it is not the 
goal of the transaction, and it is there- 
fore thought that the case evinces the 
correct view. However, the case would 
have been more helpful if it had ex- 
plicitly adopted the medium-of-exchange 
theory, because the desired result could 
thus be reached with less casuistry, and 
an intelligible basis for the decision of 
future cases could have been provided. 
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borrowed marks which it had ex- 
pended in the unprofitable construc- 
tion contracts. On this ‘assumption of 
fact, the Kerbaugh-Empire case may 
be rationalized on the same theory as 
was applied to the Coverdale case. No 
gain or loss was realized on the ex- 
penditure of marks. Until the repay- 
ment of the loan, no gain or loss 
could be recognized on the proceeds 
of construction contracts because the 
borrowed marks had not been “cov- 
ered.” The repayment of the loan 
closed the transaction and fixed for 
the first time the basis or cost of the 
construction work. 

If the rationale of Kerbaugh- 
Empire is that no gain or loss is 
recognized on the expenditure of 
foreign currency, much of the adverse 
criticism heaped upon it by com- 
mentators falls wide of the target. 
On this hypothesis, the question to be 
discussed is whether gain or loss 
should be recognized on a purchase 
with foreign currency. Nor can the 
problem be dismissed by the mere 
statement that foreign currency is a 
commodity and the “purchase” with 
foreign currency therefore represents 
an exchange of one commodity (for- 
eign currency) for another (inven- 
tory). Analysis of foreign currency as 
a commodity or as a medium of ex- 
change may be more a statement of a 
conclusion than an aid to analysis. 


Sale of goods abroad 

Mr. Bush: Turning to the converse 
type of transaction, it may be noted that 
the volume of exports from this country 
is considerable, and yet there are few 
cases litigating the effect on an exporter 
of fluctuations in the rate of exchange. 
This paucity of authority no doubt 
stems from the fact that ordinarily the 
sales price of exported goods would be 
quoted in terms of American dollars, 
thus placing the risk of fluctuations on 
the foreign buyer. 

In one case, however, Foundation Co., 
14 TC 1333 (1950), the taxpayer did 
do construction work in a_ foreign 
country for a corporation and was to be 
paid in foreign currency. The taxpayer 
accrued the amount due on the con- 
struction work as income and paid taxes 
on that amount. The debt was not paid 
when due but was paid in subsequent 
years after the foreign money had de- 
creased in value. The taxpayer was held 
to have suffered deductible losses to the 
extent of the decrease in value. 


It is thus apparent that the Tax Court 
was not treating the foreign money as a 
commodity, for if it were a commodity 
when the taxpayer received his full pay- 
ment there would be a mere lending and 
return of property upon which there 
could be no gain or loss. The court 
stated that this debt resulted from the 
taxpayer's business, that the transaction 
had tax consequences, and that this was 
not a mere borrowing and return of 
property. In effect then, the 
allowed a downward adjustment of the 
sales price at the time the transaction 
was closed, which is the converse of OD 
489, and which thus treats the foreign 


court 


money as a medium of exchange. 


Loans repayable in foreign currency 


As in the case of sales abroad, when 
an American taxpayer makes loans to 
foreign persons or companies, problems 
from fluctuations in currency are not 
likely to arise, since the loan probably 
will be repayable in dollars. 

One case, Haviland v. Edwards, 20 
F.2d 905 (2d Cir. 1927), involved a loan 
by an American which was repayable 
After the 
made, marks became cheaper and the 


in German marks. loan was 
taxpayer claimed a loss before the loan 
was repaid. The court held that no loss 
could be taken until the transaction was 
closed out. 

Since the court indicated that a gain 
or loss would result when the loan was 
repaid, it is obvious that the marks were 
not being treated as a commodity, for, 
as previously stated, the borrowing and 
return of property cannot result in gain 
or loss. 


Receipt of foreign money as income 


Another type of transaction which 
may involve tax problems due to fluctua- 
tions is one where a person subject to 
the 


ceives income from foreign sources. This 


income taxes in United States re- 


income may consist, for example, of 
dividends on stock held in a foreign 
corporation or interest on money de- 
posited in a foreign bank. 

Of course, this income which is amen- 
able to taxes must be expressed in terms 


5 One reason for the denunciation of this case is 
that it fails to recognize income resulting from 
the cancellation of indebtedness and that United 
States v. Kirby Lumber Co., 284 U.S. 1, 52 Sup. 
Ct. 4 (1931), has, therefore, overruled it in this 
respect. See Warren and Sugarman, Cancellation 
of Indebtedness dnd Its Tax Consequences, 40 
Cotum. L. Rev. 1326, 1329 (1940); MAGILL, Tax- 
ABLE INCOME 249-254 (rev. ed. 1945). However, 
this objection is apparently without merit since 
the Tax Court stated in William H. Coverdale 
that this type of transaction was not a cancella- 
tion of indebtedness, since the taxpayer paid 
exactly what he owed. 
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of United States money. The rate of 
exchange at the time of receipt governs 
in making the computation. If there is 
no actual receipt as when interest is 
credited to a taxpayer’s account in a 
foreign bank, it is still taxable income 
and should be converted into dollars at 
the time credit is given. 

In IT 2404, the taxpayer inherited a 
mortgage note from a German relative. 
The note was paid in 1920, and part of 
the proceeds were reinvested in another 
1921. This 
umount was reinvested in bonds of a 


note which was paid in 


German corporation which were pay- 


] 


1Di¢ in 


marks. Marks had almost no 
value in 1923, but, in 1927, the taxpayer 
by operation of the German revaluation 
law received new marks with value in 
\merican money. It was held that this 
was a series of transactions resulting in 

gain or a loss to the taxpayer for the 
year in which each of the transactions 
terminated by payment. There was gain 
or loss depending on whether the marks 
received in payment, measured in Ameri- 
can dollars, were in excess of or less than 
the taxpayer’s basis measured in Ameri- 
can dollars at the time of the acquisition. 

In S. E. Boyer, 9 TC 1168 (1947), a 
taxpayer United 
European cur- 


received part of his 
States Army salary in 
rency at the official rate of exchange, 
which rate was less favorable than the 
free market rate. In that case it was 
held that the official rate was correct for 
United 
because it was not shown that the tax- 


conversion into States money, 
payer could not redeem his foreign cur- 
rency upon leaving the foreign country 
at the full official rate. The court did not 
state that the official rate must be used 
in all situations, however, and perhaps 

the taxpayer can show that the foreign 
irrency received has been expended 
nd is not therefore redeemable at the 
official rate, he could use the free rate 


yf exchange in making the conversion. 


Business conducted abroad 
\ taxpayer may also receive income 


from a trade or business conducted in a 


foreign country. This business may be 
conducted by means of a branch or a 
subsidiary. 

If the taxpayer employs the device of 
in incorporated subsidiary for his 
foreign business, the subsidiary is re- 
garded as a separate and distinct en- 
tity. The profit and loss is computed in 
terms of the foreign currency and the 
\merican taxpayer merely reports the 
at the rate of ex- 


dividends received 


change on the date of receipt. The value 
of the investment cannot be varied al- 
though the foreign exchange fluctuates, 
since there is no closed transaction. 
Only when the subsidiary is liquidated 
can a gain or loss on the investment be 
reported. 

Taxation of income from foreign 
branches is somewhat more complex. In 
OD 550, it was stated that the net profits 
of a foreign branch should first be com- 
puted in the foreign currency. Amounts 
remitted to the United States during the 
year should be converted into dollars at 
the rate of exchange in effect at the date 
of remittance. The balance should be 
converted at the rate of exchange as of 
the end of the taxable year whether or 
not the net profits have been remitted to 
the home office. This method of account- 
ing was approved by the Tax Court in 
American Pad and Textile Co., but it 
was stated that this method was not 
exclusive. 

Under this method, assume that a tax- 
$100,000 in the 


foreign branch when the exchange rate 


payer had invested 
was $4 to one pound. If the taxpayer 
received 1,000 pounds from the branch 
during the year, he would receive tax- 
able income of $4,000. Even if the ex- 
change rate dropped to $3 at the end 
of the year so that its investment was 
now worth only $75,000, the taxpayer 
would be taxed on the $4,000. 

A different result was reached in 
Frederick Vietor & Achelis v. Salt’s Tex- 
tile Mfg. Co., 26 F.2d 249 (D. Conn. 
1928). In that case the exchange rate 
of the franc dropped so that the tax- 
payer's investment, which had _ been 
worth $1,132,593, was now worth only 
$863,637. 


profit in terms of francs from the op- 


Thus, although there was a 


eration of the branch, the taxpayer was 
allowed to deduct a loss. 

The co-wt stated that francs are not 
securities when employed as a measure 
of payment in the ordinary course of 
commerce. They are symbols of value 
necessarily employed in localities which 
will recognize no other symbols of value. 
The conversion of these francs into dol- 
lars was but the translation of French 
into English. Since income accrues only 
in terms of dollars and there are fewer 
dollars, there is no gain but rather a 
loss. 

Although this decision can be taken 
only to establish a rule for foreign 
branch accounting, it is one of the best 
judicial expressions indicating that for- 
eign money is often a medium of ex- 
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change. Specifically, then, it provides an 
acceptable accountitng method for re- 
ceipt of income from a foreign branch, 
and, generally, it provides strong sup- 
port for the theoretical principles sug- 
gested to solve the problems arising from 
fluctuations. 


Cunclusion 

The cases to date have involved only 
a few of the problems which can arise 
and even in this area inconsistent solu- 
tions have been proffered. It is thought 
that use of principles developed from 
the legal theory of foreign money will 
serve to provide consistency. And since 
from a practical approach these prin- 
ciples seem to best conform with the 
businessman’s approach to the problem, 
the business world would no doubt favor 
their acceptance. 

These principles consist of treating 
foreign money as a commodity when it 
is an object of the transaction, and as a 
medium of exchange when it fulfills the 
function of domestic currency. Inspec- 
cases have 
explicitly accepted these principles, and 


tion shows that several 
that many more have done so in effect. 


All future cases should utilize them. ‘* 





IRS CONDUCTS INSTITUTE 
TO IMPROVE EFFICIENCY 


IN AN EFFORT to improve efficiency of 
management, the IRS has com- 
menced a series of institutes for its 
personnel. The first of the institutes 
was held from August 27 through 
September 7 at the national office in 
Washington. 

Fifteen directors and assistant dis- 
attended the first 
They heard a leading au- 


trict directors 
meeting. 
thority in the field of management 
and top-level officials of the agency 
discuss recent trends in the field of 
management. 
Commissioner Harrington _ said 
that the main objectives of the first 
institute were to: “acquaint the 
personnel involved with recent de- 
velopments in the field of manage- 
ment, and to bring about an ex- 
change of views on the ways in 
which the techniques presented can 
be applied to the 
problems of the IRS.” 
After he studies the results of the 


management 


first institute, Commissioner Har- 
rington will determine whether ad- 


ditional meetings should be held. * 
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CPAs call for 


commission to study income tax structure 


ENTIRE FEDERAL TAX STRUCTURE 


and _ local 


QO: 
and 


taxes needs a searching, critical study by 


its relation to state 
a non-partisan commission. This is the 
recommendation of the federal tax com- 
mittee of the American Institute of Ac- 
countants. 

There is danger that the public’s con- 
fidence in the fairness of the income tax 
will be shaken, says J. S. Seidman, chair- 
man. He noted that the charge has been 
repeatedly made of late that the law is 
and too 
“Anything 


unfair, economically unsound 


complex, and he warned, 
that shakes that confidence can shake the 
very foundations and survival of our 


government, for collection is based on 
the taxpayers’ willingness to pay what is 
due.” 

Mr. Seidman reported that his com- 
mittee has in fact found serious defects 
in the tax laws. ‘““There are now more 
than 100 special provisions in the in- 
come tax,” he said. He cited personal 
deductions, joint returns, percentage de- 
pletion and capital gains among the ma- 
jor ones. A case was made out to Con- 
gress when each of these special provi- 
sions was passed, he said, “and one of 
the acute problems for study is whether 
the case is still a good one. He estimates 
that if were all eliminated, 


they tax 


rates could be cut one-third in all tax 
brackets. 

“Perhaps even more critical is the ab- 
normal impact of these special provi- 
sions in day-to-day activities,” warned 
for real 


concern when taxes affect—and at times 


Mr. Seidman. ““There is cause 
dominate—where a man lives, when he 


marries, how he divorces, whether he 
works, how he invests, where, to whom 
and how much he sells. When tax rates 
run over 50 per cent, efforts naturally 
run to tax reduction even to the detri- 
ment of income. 


earning additional 
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independent, high-level 


sometimes gets short shrift because of 
the tax factor.” 

“Special provisions also have the ef- 
fect of softening the full blow of the tax 
for certain individuals, groups or indus- 
Mr. “That 
means all other taxpayers must pick up 
tab, the 
revenue fixed, the problem is not ‘how 


tries,” declared Seidman. 


the because with amount of 
much,’ but ‘who’.” 

Mr. Seidman also pointed to the tre- 
mendous investment of time, energy and 
cost that must be devoted to keeping 
pace with the tax law. Each year, 90 
million income tax returns are filed plus 
200 million withholding and social se- 
curity returns. Time and personnel must 
be applied to gaining familiarity with the 
law, preparing returns, and going to 
court if necessary. 

The CPA committee agrees that only 
a non-partisan commission, with official 
status and sponsorship from Congress, 
can make the type of study that will 
command public confidence and respect. 
There must be “no taint of party or 
politics,” said Mr. Seidman, “and the 
commission must be prepared to chal- 
lenge the most fundamental principles 
of the law in the face of criticism from 
groups now favored by the law.” The 
proposed commission would include rep- 
resentatives from consumer groups, la- 
bor, agriculture, business, educators, gov- 
ernment, economists, lawyers and ac- 
countants. 

“The long-range objectives of the com- 
mission should be a tax law that will en- 
joy unquestioned public respect, confi- 
dence and compliance,” according to 
Mr. “That means a well-bal- 
anced, integrated law, with a minimum 


Seidman. 


of special provisions and a maximum of 
certainty and simplicity.” 

Following are some areas of taxation 
that need special attention, according to 
the CPAs. These areas cover most of the 


“special privilege’ provisions, and it is 
in these areas that changes are most 
likely to be suggested in the near future. 


Averaging 

Income taxes are figured on a year-to- 
year basis. As a result, two people mak- 
ing the same amount of money over the 
same period of time may have to pay 
widely different amounts of tax. This 
represents one of the most serious flaws 
in the law. The fellow with bunched-up 
income is at a disadvantage compared 
with the person with steady income. 
Among those hard-hit is the farmer who 
runs the risk of weather; the business- 
man who must gamble on the ups and 
downs of economic conditions; the child 
prodigy, the baseball star, the actress 
who has a few good years surrounded by 
a span of barren years. In fact everyone 
with fluctuating income comes out on 
the short end. 

The law now gives spotty and limited 
relief to back pay, cashing in on insur- 
the 
problem is one that goes across the 
The Ac- 


countants’ worked 


ance, and a few other areas, but 


board. American Institute of 


tax committee has 
out a simple plan whereby each year the 
tax can be figured on the year’s income 
or a whichever is 


seven-year average, 


lower. 


Capital gains 

This is a hardy perennial with pres- 
sure in two directions—one to extend 
the idea of capital gains to more and 
more items and the other to limit it to 
fewer. Opportunistic extension can ap- 
proach the absurd—when everything will 
be called capital gain. On the other 
hand, even the 25% rate and six-month 
holding period find capital locked in and 
taxpayers reluctant to make trades. And 
so, pressure develops for lower rates and 
shorter holding periods. Lower rates, in 
turn, will add to the spread between 
rates on ordinary income and capital 
gains and therefore add to the pressure 
for extended areas of capital gains o1 
capital gain gimmicks. 

Originally, capital gains were confined 
to long-term investments. Over the years, 
they have been broadened to embrace 
things like pension plans, distributors’ 
agreements, livestock, coal and oil royal- 
ties, and inventions. On the other hand, 
the sale by an author of his book or by a 
composer of his symphony is treated as 
ordinary gain. This raises question of 
discrimination and the sense of values 
involved. 
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The basic objective behind the con- 
cept of capital gains must be reexamined. 
Is it a matter of allowing for gains that 
have developed over a period of years 
and are realized in one year? If so, a 
system of averaging can take care of 
them, and eliminate the need for a 
special category of capital gains. If it is 
a matter of special rates to favor par- 
ticular activities or to unlock capital, is 
a more rigid and uniform definition of 


capital gain needed? 


Tax exemptions 
l ax-free securities are more attractive 


to people in upper brackets than to 


others. This results in a diversion of 


what would otherwise form part of risk 
capital. State and iocal governments 
want their securities tax-exempt to re- 
duce their interest costs. Question arises 
whether it is better to subsidize the 
states and local governments rather than 


have the financial and economic drain 


that results from dealing with the prob- 
lem through the tax law. 

The extra 10% deduction that is al- 
lowed for contributions to educational 
institutions, churches, and __ hospitals 
raises pressure for adding other organi- 
zations. (Recently medical research was 
put, on the list.) Even more pointed 
along this line is the exemption from 
business income 


tax on unrelated 


awarded only to churches. Tax-free 
foundations take a large amount of in- 
come from reach of the tax. 

The 


that government investment in business 


Hoover Commission reported 
is $60 billion. That constitutes another 
drastic reduction of the tax base. 


Investors 

Besides the capital gain problem, a 
number of other things need examina- 
tion. Taxes have been deferred, saved, 
or eliminated by such transactions as be- 


ing long and short at the same time, 
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bonds with early call dates, bonds with 
two coupons detached. Long-term gains 
and into 


short-term and vice versa through buy- 


losses have been converted 
ing and selling around dividend dates. 
Borrowings have been made with full 
deductibility of interest and the pro- 
ceeds applied to carry investments of 
limited or no taxability, including life 
insurance policies. All of these are mat- 


ters for study and adjustment. 


Personal deductions 


Some personal deductions are now al- 
lowed; others not. No clear line of dis- 
tinction on principle exists. Should de- 
ductions be confined solely to those di- 
rectly connected with production of in- 
come, or should there be deductibility 
for everything, personal or otherwise, 
not controllable by the taxpayer? 

Home owners now get deductions for 
interest and taxes on residence property. 


Rent payers do not have anything equiv- 





J. S. SEIDMAN, Chairman of the com- 


mittee on federal taxation of the 


\merican Institute of Accountants, 
has prepared the following figures, 
some of them startling, on who pays 
how much money for federal income 
taxes. These facts, he feels, are the 
beginning point in any considera- 
tion of revision of our tax system. 
We commend this information to 
tax men as an aid in clear thinking 


during the storm ol 





controversy 


which seems to be growing up 


around our income tax. 


Who pays how much income tax 


Income taxes account for $57 bil- 
lion of $68 billion collected by the 
Individuals 


Federal Government. 


pay $31 billion. 

Chis is 20° of the national in- 
come and 80% of the total budget. 
In Great Britain, only 49%, and in 


Canada 57%, is raised by income 
taxes. 

Of total income of $303 billion, 
the amount taxed is $125 billion or 
t1¢ o nthe dollar. The largest single 
factor of the difference is $91 bil- 
lion for personal exemptions. De- 
ductions and exclusions are part of 
the remainder. 

Of all wages, 95% are accounted 


for in returns. On dividends, 75%, 








BASIC FACTS FOR THE FEDERAL INCOME TAX 


fees 71%, rents 45%, interest 25% 
90 million returns are filed a year, 
besides 200 million withholding and 
social security returns. 
3% of individual returns are audi- 
ted and 20%, of company returns. 


Substitutes to raise $57 billion 


\ retail sales tax of 50% with 
food and medicine exempt, or 33% 
with no exemptions. 

A manufacturing tax of 65% with 
food and medicine exempt, or 40%, 
with no exemptions. 

A 10% 


$45 billion. A 10% gross income tax 


turnover tax would raise 


with no exemptions or deductions 
billion. A 10% 
spending tax (excluding payments 
bank, securities, 


would raise $18 billion. A 10% retail 


would raise $24 


for home, etc.) 


tax, with no exemptions, would 


raise $21 billion; with food and 


medicine exempt, $16 billion. 


Effect of graduated rates 


Of the $31 billion paid by in- 
dividuals, $25 billion or 5/6 come 
20% The 
next $3 billion comes from income 
up to the 56% bracket ($20,000 to 
$22,000). 

If the top 
91%, to 85% 


oO 


from the basic bracket. 


rate were cut from 


the revenue loss would 





be only $50 million. If the cut were 
to 75%, it would be $200 million; to 
50%, $1.2 billion; to 35%, $2.6 bil- 
lions; to 25%, $13 billion. 

°° and all 


c 
other brackets were cut 15%, the 
$4.5 billion. 


If the cut were to 75 


revenue loss would be 

The aggregate effective rates (in 
1952) as distinguished from the in- 
dividual rate brackets from 


13.9% to 62.3%, a 14.1° 


were 
i, average. 
Effect of special items 

There are over 100 “special pro- 
visions”. If they were all removed, 
the rates could be cut 14, meaning 
brackets from 13 to 61%. 

Of the special items, personal de- 
ductions account for $6 billion, in- 
come splitting $3.3 billion (29% of 
the returns utilize income splitting 
and account for 59°% of the taxable 
income). Percentage depletion ac- 
counts for $2 billion (for corpora- 
with 


tions—63%, assets over $100, 


million, 4% with assets less than 
$100,000). Capital gains account for 
$1.7 billion, pension trusts $1 bil- 
lion; and miscellaneous $1 billion 
(consisting of dividend credit $400 
$300 


million, aged, blind, etc., $200 mil- 


million, tax exempt interest 


lion, family partnerships $100 mil- 
lion). 
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alent. In the field of personal deduc- 
tions are exemptions, credit for retired 
income, medical expenses, deduction for 
working wives, allowance for age, allow- 
ance for blindness. 

A fundamental principle must be de- 
veloped and rigidly applied. For exam- 
ple, why an allowance to the blind, and 
not to the deaf, dumb, paralyzed, in- 


curables, etc.? 


Pension plans 


Deduction is allowed for payments 


into pension funds with exemption of 
the fund’s income from tax, and with 
capital gain possibilities at the end of 
the line. But this applies only to “em- 
That 


self-employed individuals. 


ployees”’. rules out proprietors, 
partners, Oo! 
Is that distinction sound in principle? Is 
the special status of pension plans, to 


begin with, sound? 


Executives 


Special features are available to ex- 
ecutives. Besides the pension plan, there 
is deferred compensation, capital gain 
from stock options, tax-free fringe bene- 
fits. This raises question as to whether 
all these things shouldn’t be made equal- 
ly applicable to ali taxpayers or barred 
to any. Fringes are particularly in need 
of examination. “Expense accounts” can 
constitute a serious tax and social prob- 


lem. 


Labor 


To some extent, the factors applicable 
to executives are equally applicable to 
the rank and file of employees. Addi- 
tional special items, usually thought of 
in the “labor” category, are sick pay ex- 
emptions, $5,000 death benefit, retire- 
ment credit, guaranteed annual wage, 
tax-free group insurance. 

Vhere are also all sorts of fringes for 
examina- 


employees like free medical 


tions, recreation and welfare facilities, 
family vacations and family scholarships. 
In fact, the tax factor undoubtedly has 
a great deal to do with the present ten- 
dency in union negotiations to empha- 


size fringe benefits. 


Depreciation 


There are two opposing forces that 
need examination. One says accelerated 
depreciation is a grab. The other says 
that flexibility should be applied and 
that within certain limits the judgment 
of the taxpayer should prevail. Basical- 
ly, what is involved is timing or spacing 
of deductions since under 


any pre CC- 
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dure, cost and only cost of the depreci- 
able asset is allowed. In this respect one 
school of thought says that: replacement 
cost rather than original cost should be 
the yardstick. All of these factors need 
study. 


Farmers 

Treatment of livestock as capital as- 
sets is now permitted. In time, pressure 
will undoubtedly build up for the addi- 
tion of poultry, and finally to all crops! 
Chere is also the practical freedom from 
tax of the cost to 


any the farmer of his 


own lodging and food. 
Small business 
There are basically only two ways a 


itself. One is 
through outside capital; the other from 


company can _ finance 
the inside through its own earnings. As a 
practical matter, small business can’t use 
the first as it has no real access to outside 
capital markets. That leaves only its 
earnings. Hence the more the tax on its 
earnings, the more the restraint on its 
growth. 

One way of dealing with this problem, 
frequently mentioned, is to increase the 
number of rate brackets on corporations 
and start them with rates lower than at 
present. That, in turn, can raise prob- 
lems. It puts a tremendous pressure on 
multiplicity of companies. It immediate- 
ly invites the question‘ if this is sound 
for small corporations, how about small 
proprietorships and partnerships? 

Another problem for small business is 
personnel. Large companies with listed 
securities can attract executives through 
stock options that lead to capital gains. 
Small companies can’t do that since their 
stock doesn’t have a quoted value. Stock 
options can’t get started without first 
being sure of the value of the stock.. 
Chis makes for a serious handicap to a 
small company. 

In all 
one of the basic problems is definition. 


discussions of small business, 
When is a company small? How is it to 


be recognized or defined? 


Percentage depletion 

Chis deduction has been repeatedly 
in the line of fire and has been re- 
peatedly expanded. It started with oil 
and gas. It was then extended to coal, 
iron ore, and other minerals. It now ap- 
plies to oyster shells, sand, and gravel. 

Inventory needs be taken as to the 
aim and purpose of the deduction. Is it 
for stimulating a particular activity or 


is it for national defense? Is the allow- 


ance too broad or too narrow? Should it 
apply only to unproven areas or to 
proven as well? Should it apply to all, 
or only to those who cannot distribute 
the risks of drilling or prospecting over 
a large number of transactions? Does 
size of the company involved have. any 
bearing? For example, in 1953, of $2 
billion of percentage depletion, compa- 
nies with over $100 million in assets ac- 
counted for 63%. Companies with as- 
sets of less than $100 thousand accounted 
for 4% 


Percentage depreciation 


If percentage depletion is sound, 
should there also be percentage depreci- 
ation? If percentage depletion is sound, 
are the particular rates and coverage 
equally sound? All of these are ques- 
tions that need penetrating analysis. 
Besides percentage depletion there are 
collateral tax features: deduction for 
intangible drilling, deduction for mine 
exploration expenses, and capital gain 
for payments in oil. Are these sound in 
principle? If so, shouldn’t they be cor- 
respondingly extended to taxpayers in 
other fields? If not, should the present 


provisions be modified? 


Form of doing business 


Different tax consequences attach to 
mere differences in form of doing busi- 
ness. The same business in the hands of 
a proprietor, partnership, or corporation 
comes off with a different tax result. A 
question to be explored is whether it is 
in the country’s best interests to permit 
free selection of form of business based 
on environmental conditions rather than 
have the answer primarily influenced by 
tax advantage or penalty. The possibility 
of permitting shifts from one form of 
business to another without 


tax conse- 


quence is also worthy of study. 


[oss companies 


Traffic in loss companies persists. In 
the old days, a company went out of 
business to stop further losses. Now, past 
losses can be a vendible tax asset. Does 
this bring about miscegenation of com- 
panies just to wed losses of one with 
profits of the other? Is this bad eco- 
nomics for which the nation ultimately 


pays? 


Miscellaneous 


Various other problems need explora- 
tion—split income, family partnerships, 
between earned and 


difference in tax 


unearned income. 
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NEW DEVELOPMENTS IN 


State & local taxation 


EDITED BY JOSEPH PP; STAPCHINSKAS 





Firm’s officers personally liable 


for damages due to fraud & negligence 


OFFICERS AND DIRECTORS of a corporation 


who fail to file New York State fran- 
chise tax returns and who file fraudu- 


lent federal income-tax returns will be 
individually liable for the resulting in- 
terest and penalties assessed against the 
corporation. In Forbes v. Finkelstein, 
the New York Supreme Court ruled: “It 
that the 
and penalties are not alleged to have 


makes no difference interest 
been assessed as yet; the wrong to the 
corporation was completed when defen- 
dants filed on its behalf a false return 
. failed to file a return 
on the due date thereof. Although the 


or when they. . 


complaint [here brought by a stockhold- 
er on behalf of the company] seeks to 
hold defendants liable 
not only for interest and penalties, but 


the individual 


also for the tax deficiency, it is not clear 
how they are liable for the deficiency. 





Soap sold to laundries is ruled “for re- 
sale”; occupation tax not collectible. 
The Illinois Supreme Court has ruled 
that a taxpayer properly may reply on 
a valid regulation of the Department of 
error in re- 
mitting Retailers’ Occupation 


Revenue to ‘establish his 
Tax on 
transactions deemed exempt under the 
regulation, and to secure a refund not- 
withstanding the Department’s conten- 
tion that the regulation as thus inter- 
preted is contrary to the statute. Here 
the trial court had ruled that a regula- 
tion promulgated by the Department 
exempted sales of soap to laundries as 
sales for resale. In approving the hold- 
ing of the lower court decreeing the re- 
found: (1) 
the regulation in question op- 


fund, the Supreme Court 
That 
erated to interpret the terms of the 
statute “as applied to a particular factual 
situation” and thus “should ordinarily 


be recognized and enforced” since it 


New state & local decisions 


The full tax was the obligation of the 
corporation. The individual defendants 
are at most liable for the damage sus- 
tained by the corporation as a result of 
any delay in such payment. However, 
the complaint will not be held insufh- 
cient merely because too much is de- 
manded.” w 


Supreme Court to review two 
cases on land leased from U.S. 


ALTHOUGH THE SUPREME COURT has 
denied review in several other state tax 
cases , it has granted certiorori in Offutt 
Housing v. County of Sarpy, which in- 
volves the taxation of privately-owned 
military housing installations built on 
land leased for a long term from the 
government. A petition for certiorari is 
also in the works involving Fort Dix 


Apartments v. Borough of Wrightstown. 


did not establish an exemption where 
the legislature had clearly imposed the 
tax; and (2) That the lower court had 
determined on the facts before it that 
the taxpayer had met a refund condi- 
tion of the statute by having borne the 
burden of the tax in the amount of the 
authorized refund. (On May 22, a peti- 
tion for rehearing was granted at the 
request of the Department of Revenue.) 
Kohnstamm, Ul. Sup. Ct., 3/23/56. 


Interstate business segregable; formula 
improper. Michigan's Supreme Court has 
decreed that no part of proceeds from 
sales of gas in Michigan which has been 
transported through interstate pipelines 
may be used as Michigan sales in the 
franchise tax apportionment formula 
of a company engaged in both inter- 
state and intrastate selling of gas in 
Michigan. The Court affirmed a circuit 
court judgment ordering recomputation 
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of the taxpayer’s 1952 franchise tax by 
elimination of interstate receipts from 
the numerator of the sales factor of the 
three-factor apportionment formula. In 
thus invoking a relief provision of the 
law, the Court reasoned that the 
payer’s interstate 


tax- 
business was “com- 
pletely severable and unrelated to its 
intrastate business” of selling gas pro- 
duced in Michigan, and that the inclu- 
sion of interstate receipts in the sales 
factor was “arbitrary and imposes an 
unjust interstate com- 
merce.” As specific authority for its de- 
cision, the Court cited Gartland Steam- 
ship Company v. Corporation & Securi- 
ties Commission, 339 Mich. 661, 64 N.W. 
2d 886 (1954). The Michigan franchise 
tax is a four-mill levy upon paid-up capi- 
tal and surplus employed in the state by 
a “profit corporation organized or doing 
business under the laws of this state, or 


burden upon 


having the privilege to do business . . . 
in this state, ...” [It is understood that 
the U. S. Supreme Court will be asked 
to review this case since its principle 
ultimately involves $10 million in annual 
tax revenue. Ed.| Panhandle Pipe Line, 
Mich. Sup. Ct., 6/4/56. 








TAX TOPICS 
BULLETINS 


Retain and keep up your personal 
contacts with clients by mailing 
them copies of TAX TOPICS good- 
will bulletins. 


Many large __ national 


firms are doing this with their own 


accounting 


publications. Now here’s your oppor- 
tunity of having your very own 
monthly publication imprinted with 
your own name, address and tele- 


phone number. 


Mailing TAX TOPICS bulletins to 
clients every month will keep your 
name constantly before them. They 
can’t forget you and will enjoy read- 
ing every issue. 


Ask for sample copies and details of 
our one month free trial offer that 
will convince you. Without obliga- 
tion, just write to: 


TAX TOPICS COMPANY 
100 Ave. San Dimas, 
San Clemente, California 
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NEW DEVELOPMENTS IN 


Payroll taxes 


EDITED BY PETER G. DIRR 





Geiting employers interested in 


an unemployment insurance program 


W: HAVE FREQUENTLY pointed articles 
to employers generally rather than 
the tax practitioner emphasizing the 
need for taking an active interest in each 
state’s unemployment insurance _ pro- 
gram. 

We have recently read a very interest- 
ing article in point, by Dewey G. Arch- 
ambault, Director of the Massachusetts 
Division of Employment Security. It ap- 
peared in the August issue of the Em- 
ployment Security Review, published by 
the Bureau of Employment Security. 
This article explains a program which 
was adopted in Massachusetts for the 
sole purpose of securing greater employ- 
er participation in the unemployment 
the 


both 


insurance program. The plan of 


Massachusetts division involved 
public relations and education. Some of 
Mr. 


timely that we felt that they should be 


Archambault’s comments are so 
repeated here. He said this, in part: 
“The approach in the public relations 
program would be to show employers 
that their greater participation in the Di- 
vision’s activities could not only be of 
direct value to them in term of tax sav- 
ings but would serve as a means of cut- 
ting personnel turnover costs in general. 
Closer participation in unemployment 
compensation matters would show a fav- 
orable effect in the one place that was 
sure to interest them—the pocketbook. 
“The approach planned was to incor- 
porate in the program a clear, concise ex- 
planation of how a Request Reporting 
Program operated, what the Reserve- 
Ratio Experience Rating System was, 
and an explanation of how tax rates 
were figured. This first phase was devel- 
oped in a manner to tell the employers 
what the changes in the law had been, 
how they affected individual employers, 
and what they should be doing to in- 


sure themselves that they were getting all 
the benefits of the new tax rates. . . 





“At the outset we knew that no mir- 
acles would be performed by the opera- 
tions of this public relations program. 
One basic policy, adhered to throughout 
the program, was found to pay off con- 
sistently. Regardless of any particular 
industry or area problems, the cold busi- 
ness facts, never doctored with sugar- 
coated pills have always been well re- 
ceived. The results have shown a remark- 
able improvement in relations with man- 
agement, a greater understanding by em- 
ployers of the problems of Unemploy- 
ment Insurance, and growing demands 
on Unemployment Service facilities. 

“As an aftermath of many of our em- 
ployer meetings, there has been a grow- 
ing interest on the part of employers to 
improve their employment practices and 
unemployment compensation activities so 
that they can obtain the lowest possible 
tax rates. We have found many interest- 
ing cases where employers working in 
close cooperation with the Division have 
obtained gratifying results. 


Success story in shoe industry 

“One interesting case arose in the shoe 
industry. In general, the attitude of em- 
ployers in this industry has always been 
that the business is highly seasonal and 
that they can do nothing to avoid high 
benefit charges. After a conference with 
our panel speakers, one large employer 
worked out a policy whereby he would 
manufacture bread-and- 
butter line in the off season, warehouse 


his stabilized 
his stock, and concentrate production on 
the style items during the regular sea- 
sonal periods. In this manner, he was 
able to level off the high peaks of em- 
ployment and eliminate a tremendous 
volume of layoffs. 

“After 3 years of operation under this 
policy, this employer found that he had 
been able to reduce benefit charges to 
the point that his tax rate had dropped 


to 1 percent. On a $1,500,000 annual 
taxable payroll, this represented a sav- 
ings of over $25,000 net in unemploy- 
ment taxes. This employer estimated 
that in order to make this same savings 
would re- 
quired to increase his sales volume by 


in increased business he be 
$900,000 per year! This would represent 
many thousands of pairs of shoes. 

“Other shoe manufacturers have put 
similar ‘policies into operation. In fact, 
a personal friend who has worked for 
years as a shoe cutter commented to me 
that for the first time in almost 10 years 
he had had a full year of employment. 
He credited this to the fact that I had 
educated his employer to operate so that 
his workers were able to have permanent 
employment. 

“These panel discussions have also 
given us the opportunity to impress 
upon employers that accurate informa- 
tion submitted to the Agency will pre- 
vent improper payment of benefits and 
thereby save on employer tax rates. One 
employer, after attending a panel dis- 
cussion, wrote to the Governor criticizing 
the Agency for having paid benefits to a 
woman employee who was not entitled 
to such benefits. Upon investigation we 
found that the employer had returned 
the Notice of Claim Filed stating that 
let 
she reported for work in such a condi- 


the claimant had been because 


go 


tion that other employees could not 
work No 


was submitted by the employer. Ques- 


with her. other information 
tioning the claimant produced nothing 


further and, therefore, benefits were 
paid. 

“Upon receipt of the letter of criti- 
cism submitted to the Governor, I per- 
sonally visited the employer. He then 
told me that the woman reported for 
work thoroughly intoxicated. I informed 
him that this information should have 
been reported to the Division on the 
Notice of Claim Filed so that a proper 
determination could have been made. 
Like many employers, he said he refrain- 
ed from doing this because of a fear of 
prosecution. Had he known beforehand 
that such information was privileged and 
could not be used in a court of law in 
any proceeding, payment of the benefits 
could have been avoided. 

“The personnel manager of one of our 
largest electronic plants, after having at- 
tended one of our sessions, made a study 
of the effect of employment practices on 
tax rates. A conference with our local 
ofice manager and employer relations 
man disclosed that within his own com- 
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pany employees were being laid off in 
one department while job orders were 
being placed in our Socal office for other 
departments. It was found that in a 
ereat many cases the individuals being 
laid off were well qualified to fill the 
positions which we were being asked to 
fill. This sort of practice was twofold in 
cost: Benefit charges were rising due to 
the layoff of employees in one depart- 
ment, training costs for new employees 
in other departments was excessively 
high. Elimination of this practice has 
saved this employer many thousands of 
dollars over the past 3 years. 

Inasmuch as reduced rates can result 
only from stabilized employment, it is 
indeed gratifying that our program has 
helped tremendously in gaining our ob- 
jective of providing security in employ- 


ment to thousands of workers.” 


Unemployment insurance 
rates and benefits vary widely 


AVERAGE employer contribution rates 


vary from a high of 2.7% in Rhode Is- 
land to a low of .2% in Colorado. Bene- 
fits paid per dollar collected range from 
i high of $1.66 in Vermont to a low of 
72 cents per dollar in Nevada. Detailed 
figures for each state are shown in the 
following table of data (as of 12/31/55) 


furnished by the Bureau of Unemploy- 


Miss. 1.1 1.41 8.1 
SG. 1.1 .93 8.4 
Tenn. 1.6 1.37 6.7 
REGION V: 

Ky. 1.8 1.41 11.4 
Mich. 9 1.24 6.6 
Ohio Vf 1.26 8.8 
REGION VI: 

Ill. | 7 1.47 6.2 
Ind. 9 88 7 
Minn. 8 1.48 7.4 
Wis. 9 1.00 11.3 
Recion VII: 

Ia. A 1.40 10.9 
Kans. 1.] 1.09 8.9 
Mo. 8 1.23 9.0 
Neb. 2 1.35 8.1 
N. D. 1.5 1.65 7.3 
§: D. 6 1.42 9.3 
Recion VIII: 

Ark. 1.1 1.03 8.6 
La. 1.1 1.05 10.0 
Okla. 8 1.25 6.0 
Texas at 1.21 7.4 
REGION IX: 

Colo. z 1.18 10.5 
Mont. 1.2 92 14.9 
N. M. 1.1 89 11.0 
Utah 1.1 89 9.4 
Wyo. 9 1.51 10.2 
REGION X: 

Ariz. 1.2 .60 11.4 
Calif. 1.5 71 9.3 
Hawaii 9 1.18 9.2 
Nev. 1.8 Be 8.7 
REGION XI: 

Alaska re | 1.78 3.2 
Idaho 1.7 .93 14.0 
Ore. 1.2 1.39 5.9 
Wash. 1.9 95 11.7 


Denied expenses, nonresident 
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ment Security: 
Funds 
available 
Average Amount of at year 
Employer Benefits ended as 
Regio Contribu- Paid for per cent 
tion each $1.00 of taxable 
State Rates collected wages 
loral Lz 1.12 8.3 
REGION I: 
Conn 1.2 1.08 Li:7 
M« 1.6 1.13 9.4 
Mass 1.8 .74 7.5 
N. H 1.9 80 6.1 
R. |] 2.7 .76 4.4 
Vt 1.1] 1.66 9.6 
REGION II: 
mt 1.6 1.28 11.2 
N. 1.5 1.1] 9.9 
REGION III: 
Del Ri 1.06 5. 
m of C. 5 1.56 9.7 
Md 8 1.36 6.6 
N. ( 1.1 1.11 9.9 
Pa 1.6 1.43 4.3 
Va 5 1.33 6.2 
W. Va. 1.0 1.69 6.5 
ReGIon IV: 
Ala 1.0 84 7.1 
Fla. 5 1.30 5.9 
Ga. 1.1 89 9.6 


appeals to U.S. Supreme Court 


AN APPEAL was recently filed with the 
U. S. Supreme Court in the matter of 
Goodwin v. Tax Commission [N. Y.]. In 
this case, which we discussed in July 
1956 (5 JTAX 61), the New York 
Supreme Court ruled, and the Appellate 
Division affirmed, that there was no 
discrimination against a nonresident 
when the state did not permit to such 
nonresident the same non-business ex- 
penditures it afforded to its residents. 
As this ruling seems to conflict with 
the 1920 U. S. Supreme Court decision 
in the Yale and Towne case, where the 
Court said that discrimination against 
nonresidents in the matter of exemp- 
tions was unconstitutional, the future 
course of this appeal bears watching. 


COMBINED 
WITHHOLDING 
TABLES 


now being prepared for use 
with the law just passed 


PAYROLL bookkeeping can be cut in 
half with combined withholding tables. 
One employer szved 500,000 postings 
in one year! For detailed de:cription of 
how they work, see article on page 60, 
January 1955 Journal of Taxation. 


THE NEW social security law which 
goes into effect January 1, 1957, makes 
all previous withholding tables obsolete. 
The tables now in preparation cover 
combined income tax and OAS! with- 
holding for daily, weekly, bi-weekly, 
semi-monthly and monthly pay periods. 
Deductions are listed for any number of 


exemptions and cover all pay ranges. 


THESE NEW TABLES are being de- 
veloped under the supervision of Peter 
G. Dirr, editor cf the Payroll Tax De- 
partment of the Journal of Taxation. 
They will be ready for mailing in 
November, in plenty of time for use 


beginning January 1. 


Tables are printed on heavy rag- 
content ledger paper, bound in heavy 
boards and spiral-bound (it opens flat) . 
Price: $2.95 per set; 10 to 25 sets, 
10% discount; 25 to 100 sets, 15% 
discount; over 100 sets 20% dis- 
count, 


USE THIS COUPON TO 
RESERVE YOUR NEW TABLES 








» 


To: The Journal of Taxation, Inc 
147 E. 50 St., New York 22 
Please send us 





" 


sets of the new 
combined withholding tables. We en- 
close $ 

in NYC). 


(add 3% sales tax 


City Zone State _ 
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NEW DEVELOPMENTS IN TAX ASPECTS OF 


“ EDITE BY CARL M. ESENOFF, CPA, &C.W. LAMDEN, Ph.D., CPA 





How tax managers can use auditing 


services to increase tax savings 


. poy ARE MANY ways in which audi- 
tors can help management save tax 
money. Most of them take the form of 
insuring that company policies and pro- 
We 
department of the Shell Oil Company 


cedures are carried out. in the tax 


welcome the assistance of the auditors’ 


review, and make a point of meeting in- 
formally with members of the auditing 
department to learn what. is bothering 
their 


them and to hear suggestions. In 


this way, the tax man gets the benefit of 
the 


knows more about what he’s doing and 


another viewpoint, and auditor 
can better analyze and evaluate the tax 
aspects of his job. 

Auditing currently helps our tax de- 


partment in these ways: 


Analysis of income taxes 

Federal and state income tax returns 
for our company are prepared and filed, 
and the taxes are paid, by the head office 
in New York. The information required 
to prepare the returns is obtained from 
financial accounts and statistical infor- 
mation furnished by head office and the 
However, the 
auditors are always alert to income-tax 


various branch offices. 
implications of transactions which they 
scrutinize in all phases of the business— 
distribution of royalty payments, classifi- 
cation of expenditures as between capi- 
tal and maintenance in borderline situa- 
tions, and the timely accrual of liability 
for all expenses incurred. 


Tax avoidance is largely a matter 
of watching for possible accounting 
alternatives. The more famliiar our 


auditors are with these possible alterna- 
tives, the more frequently they will turn 
up with real tax savings. 


by REAM V. MILLER 


For example, many state sales taxes 
have been enacted with little thought 
given to spelling out upon whom the 
tax is imposed. As a consequence, largely 
by administrative and judicial ruling, it 
has been held that some of these taxes 
are imposed on the purchaser or con- 
sumer and the seller. For 
federal income-tax purposes, the general 
rule is that taxes are deductible by the 


others on 


person upon whom they are imposed. 
Thus a consumer’s sales tax is deductible 
by the purchaser whether the item pur- 
chased is a current expense or a capital 
item. On the other hand, so-called retail 
sales taxes imposed on the seller must 
be given the same accounting treatment 
as the item purchased. Because a special 
provision of the law grants the taxpayer 
an option to capitalize on a particular 
project an deductible 


otherwise con- 


sumer’s tax, many purchasers for ac- 
counting convenience have treated all 
state sales taxes as part of the cost of 
the purchased item. This is well and 
good in circumstances, but 
there are always special situations where 
the slavish adherence to a rule of con- 
venience can be very costly. 

Another 


ordinary 


area in which careful scrutiny 
by the auditors can save money is in the 
review of transactions involving the 
disposition of fixed assets. It is a tax rule 
that sales of fixed assets are entitled to 
the more favorable capital-gains tax 
treatment. Occasionally, transactions of 
this kind are not identified as sales on 
the books, with the result that they re- 
duce deductions which would otherwise 
save taxes at the full normal and surtax 


rates, presently 52%. By being aware of 


the tax principle applicable to sales the 


auditor may be able to point up the tax 
saving which may be accomplished by 
proper handling. 

cited in 
tax rules will 
payment of 
Under certain circumstances 


One other example may 


which familiarity with 


avoid unnecessary taxes, 
amounts re- 
ceived in settlement of damages are not 
taxable and even if taxable may qualify 
for capital gain treatment. When the 
auditors are familiar with this fact they 
are able to call attention to any items of 
this nature so that they may be given 
special attention. 


Excise taxes burden auditing costs 
Excise taxes paid by the oil industry 
include all the state and federal gasoline 
levies paid by the 
service-station dealer. 


the 
The industry acts 
as an uncompensated tax collector in 
charging these taxes, keeping records and 
remitting to the government. 


consumer to 


Taxes on the production, use, or sale 
of petroleum products are computed by 
application of the tax rate to the 
monthly volume produced, used, or sold. 
Here the important thing for the audi 
tor to test is the reliability of the month- 
ly stock movement summaries, making 
sure the company takes proper 
for allowable deductions and exemp- 
tions. An example is the exemption 
allowed in most jurisdictions for gasoline 
used off the public highways, as on road- 
ways within company properties, or in 
Stationary engines, or for laboratory 
testing. Auditors found one of our plants 
using sizable quantities of gasoline for 
such purposes without segregating this 
consumption from normal highway use; 
suitable records were set up and taxes 


credit 


reduced by filing proper exemptions. 

A variation of this experience oc- 
curred when a contractor handling con- 
struction for us on a cost-plus basis was 
found to be overlooking the tax-exempt 
status of his own off-highway consump- 
tion. Again, proper records were estab- 
lished and construction billings to the 
company were reduced by valuable tax 
savings. 


Ex-tax sales 


Another important aspect of tax 
exemption applies to ex-tax sales to cus- 
tomers who use the product for some 
nontaxable purpose. In return for not 
paying the tax, the buyer is obligated 
to furnish an exemption certificate stat- 
ing how the product is used. Usually, 
this certificate is sent to us later, which 
means we have a big follow-up job to 
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the 
meantime we must pay the federal or 


insure receipt of certificates. In 
the state government for the tax we 
haven't collected and are burdened with 
carrying receivables until the certificates 
the 
thousands _ of 


come in. Throughout company, 


there are many such 


certificates and hundreds of thousands 
of dollars of tax involved in a year. So 
one of the first things the auditors look 
at is the status of outstanding exemption 
certificates. They analyze the total, break 
it down into age groups of 30, 60, 90 
days, etc., and size up the effectiveness 
of the branch office’s follow-up system. 
These things can get out of hand 
through carelessness and if they get too 
old 


State 


they are hard to collect. 

sales taxes are billed by us on 
sales of taxable product, and are 
billed to us by our material and equip- 
On 


exemption certificates enter the picture 


ment suppliers. our own. sales, 


again, since sales to resellers, for ex- 


ample, are not taxable, provided we 
have the buyer’s certificate of intention 
to resell. On our purchases of supplies, 
auditors test to make sure that sales or 
use tax is charged on the proper basis 
and is not charged where we are en- 
titled to exemption. One little wrinkle 
states tax on the 


the 


on this is that some 


eross and some on net invoice 
amount after all discounts. In one state, 
the auditors found we were overcharged 
through paying sales tax computed on 
laree invoices before deduction of cash 
discounts. The savings were small, but 


dollar 


especially when the process goes on year 


a dollar saved is a earned, 
after year. Another sales-tax saving the 
auditors earn for us from time to time 
is on supplies purchased for distribution 
outside the state. If we are not careful, 
the storehouse handling the order can 
be billed for tax on the whole quantity, 
whereas maybe three-quarters is for use 
in other states and hence non-taxable if 
handled the 


auditing or accounting departments. 


properly by Company's 


fuditors important in decentralization 


Under our system of full accounting 
decentralization, such points as these can 
be brought to light only in the branch 


| 


offices and we must rely on auditors to 
tell us how such instructions are being 
carried out. They do this by reconciling 
stock 
that 


nontaxable oils 


tax returns to accounting and 


movement records, making sure 


blends of taxable and 


are properly handled, checking the re- 


cording of interstate shipments, and 


testing figures and procedures all down 
the line. 

I have been discussing the ways in 
which the auditor makes money for the 
company by reducing the amount of tax 
paid. He can also make savings in some 
cases by insuring that we pay all of the 
tax due, since costly interest and penal- 
ties apply if we have underpaid. So what 
we want is to declare and pay the tax 
due exactly according to the law—no 
more and no less—and that is usually 
what happens. Government tax assess- 
ments are the exception. Our relations 
with the taxing authorities benefit from 
their confidence that we have a qualified 
tax staff, supported by sound accounting 
and auditing, and we hope to keep it 
that way. 


Checklist for property taxes 


The laws the 
multiplicity of local customs means that 


variety of tax and 
there can be no uniformity in tax handl- 
ing which a auditor could 
readily check. Nevertheless he can ren- 
der a 


company 


distinct number of 


ways without being a property-tax or 


service in a 


valuation expert. He can review prop- 
erty taxes for the latest and previous 
years, particularly at selected individual 
locations, the tax representa- 
tive’s explanation for any large increases. 


and get 
Such increases can result from additions 
to taxable property, a raise in assessed 
value, higher tax rates, or a combina- 
tion of will 
bring out what efforts were being made 


these factors. Discussion 
to avoid increases that seem illogical or 
unjustified, or what plans are proposed 
to minimize further inequitable bur- 
dens. In this way an auditor can ap- 
praise the property tax situation in any 
locality and may be able to make some 
very helpful suggestions. 

Other opportunities to test property 
tax administration include review of the 
following: 

Checking tax bills against assessment 
notices, and for arithmetical accuracy. 

Promptness of payments. (Failure to 
pay on time usually brings a penalty; 
long delays can mean stiff penalties, plus 
interest, and eventually, of course, for- 
feiture of the property.) 

Adequacy 


of approvals. (Generally 


speaking, Treasury pays property tax 
bills if they agree with amounts sched- 
the Tax Repre- 


Where they differ substan- 


uled in advance by 
sentative. 
tially, the Tax Representative must ap- 
bill.) 


Correctness of accounting accruals and 


prove the 


Tax aspects of accounting * 247 
Cc 


charges. Analysis of any penalties levied 
by taxing agencies to learn whether they 
could have been avoided. 

Management of inventories to mini- 
mize personal property taxes, with 
emphasis on maintaining storage at low- 
tax locations and avoiding excessive in- 
ventories. bo 


[Ream V. Miller is manager of the 
general tax department of the Shell Oil 
Company. His article is drawn from a 
paper in The Internal Auditor.] 


Corporation reports show 


effect of 1954 Code 
SEVENTEEN PERCENT of corporation re- 
ports analyzed by the American Institute 
of Accountants mentioned changes of 
depreciation method as permitted by 
the 1954 revision of the Internal Rev- 
enue Code, it was announced recently. 
Of the companies reporting changes, 
38% used the declining balance method 
and 41% sum-of-the-year’s-digits 
method, some using both methods. for 
different classes of assets. 


the 


One quarter of the 600 typical re- 
ports surveyed indicated provisions for 
estimated expenses. Of these, 53% 
pay, 
sales returns 
and allowances, and 6% fulfillment of 


product guarantees. 


specifically mentioned vacation 


11% cash discounts, 7° 
/O sc 


Section 462 of the 1954 tax code, per- 
mitting deduction of estimated expenses 
on tax returns, was retroactively re- 
pealed in June 1955. The reports sur- 
veyed are for fiscal years ending from 
May 1954 through April 1955. % 


When changing years, close 
at end of loss period 


A FRESH APPROACH to the ticklish ques- 
tion of deciding on the fiscal yeareclos- 
ing date was offered recently by Arthur 
Young & Co., public accounting firm. 
The problem involved a new company 
which was being formed to take over 
a business previously run by another 
company. The operations involved were 
seasonal, and usually three months in 
each year showed a substantial loss. On 
an annual basis, however, the business 
was profitable. 

The fiscal year closing date for the 
predecessor company had always been 
at the completion of its busy season, 
when inventories were lowest—seemingly, 
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an appropriate date to close the fiscal 
year. From an income-tax point of view, 
date less 


however, the 


Arthur 


was logical. 


Young’s tax department sug- 
gested that the new company should, in- 
stead, adopt a fiscal year closing three 
months later than previously, coinciding 
with the end of the loss period. This 


resulted in deferring income tax in the 


October 1956 


amount of the tax rate, appiied to the 
loss for the three months as long as 
business was continued, in that the loss 
was deducted against prior earnings 
rather than against subsequent earnings. 

This principle might be usefully ap- 
plied to any company whose _ business 
incurred for at 


least one month out of twelve. 


is seasonal, with losses 


Lifoin Canada rejected for tax pur poses 


in Anaconda appeal to Privy Council 


i FATE OF CANADIAN LiFo for tax 
purposes is news in the United 
States, not only because in the cur- 
rent test the taxpayer is a subsidiary 
of an American company, but because 


in this, the Anaconda case, (Privy Council 
Appeal No. 12 of 1955), Britain’s high- 
est court of appeal reveals interesting 
thinking on the relationship of business 
accounting to tax accounting. The fact 
that Liro has been accepted for tax pur- 
poses in the United: States but not in 
Canada may suggest useful insight into 
the manner in which accounting, and 
taxation, evolves. 

Informed sources, who decline to be 
quoted, look to an early reversal of this 
policy through legislation. Apparently 
on the assumption that Liro is inherent 
in recent advances in accounting, many 
feel that this decision, based as it is on 
precedents established when accounting 
was in a primitive state, is not conso- 
nant with the necessities of modern busi- 
ness practice. In the following excerpts 
from the Privy Council’s judgment at- 
tention is invited to extent to which the 
conclusions are based on thinking which 
far antedates commercial practices which 
are considered essential to mid-twentieth 
century conduct of business. 

rhe following excerpts, which in ad- 
dition to stating the essentials of the 
case, provide an excellent exposition of 
the tax effect of Liro. Viscount Simonds, 


speaking for their Lordships, said: 


The Privy Council’s judgment 


A large part of the argument upon 
this appeal and throughout the proceed- 
ings has been devoted to showing that 
the is in cer- 
tain conditions a proper and generally 
accepted method of 


in Canada Liro method 
and 
that those conditions are conspicuously 
present in the case of the appellant 
company. This was the view accepted 


acc ountancy 


the Ex- 


chequer Court of Canada and by the 


by the learned President of 


Supreme Court. It is accepted unre- 
servedly also by their Lordships. 

The appellant Minister took the view 
that, however appropriate the Liro 
method might be for the corporate pur- 
poses of the company, it did noi truly 
reflect for income 


its profit tax 


poses. He accordingly increased the as- 


pur- 


sessable income by the sum of $1,611,- 
756.43. In doing so he adopted the 
method the 


first-out method which assumes that the 


known as Firo or first-in- 
metal first purchased is the metal first 
used .. 


Why assumptions are needed 


\t this point it is possible to define 
more closely the position of the parties. 
The concedes that in the 


absence of physical identification some 


Government 


assumption about the material in fact 
used during the financial year must be 
made. He does not dispute that there 
may be in the closing inventory some 
metal which had been purchased in pre- 
But he the 


method which he has adopted attains 


vious contends that 


years. 
more nearly the result postulated by 
Lord Loreburn in Sun Insurance Office 
v. Clark (1912) A.C. 443 “that the true 
gains are to be ascertained as nearly as 
He that it is a 
principle of income tax law which has 
been adopted from commercial account- 
ing practice that the values of the stock- 
in-trade at the beginning and end of 
the 


can be done.” urges 


period covered by the account 
should be entered at cost or market 
value, whichever is the lower, and he 


says that for this purpose the actual 
stock in hand must be regarded and its 
actual cost so far as possible ascertained 
and that an assumption or estimate is 
necessary only so far as ascertainment is 
not possible. Upon this basis he says that 





the Firo method more nearly than the 
Liro method represents the facts and 
supports that contention by reference 
not only to the large purchases of metal 
during the last months of 1947 which 
can hardly have been processed during 
that year but also to the fact that the 
Liro method involves the assumption 
of 6,500,000 
chased in or before 1936 being still in 
stock at the end of 1947. He says there- 
that not been 
displaced by any evidence that the Liro 
method more nearly represents the true 


pounds of copper pur- 


fore his assessment has 


income of the company. He is not con- 
cerned to contend that the company (or 
some other taxpayer) may not be able 
to establish that some other method than 
Firo more accurately represents the in- 
come for tax purposes where the raw 
material used is homogeneous and no 
substantial part of it can be identified. 
Nor is it necessary for their Lordships 
to determine whether some other meth- 
od, as for instance the “average cost” 
method, may not in some circumstances 
be properly adopted for tax purposes. 
What the Minister urges is that the Liro 
method does not more nearly than Firo 
produce the true income in the present 
case and that is the question for their 
Lordships’ decision. 

The company on the other hand con- 
tends that, inasmuch as the Income Wai 
lax Act does not contain any definition 
of “annual net profit or gain” nor any 
directions how profits or cost of sales 
are to be ascertained, these matters can 
only be determined by the application 
of ordinary commercial principles ex- 
cept where such principles are expressly 
excluded by the Act. It then says that it 
is a question of fact what are ordinary 
commercial and that the 
the 
Court has found as a fact, and the ma- 


principles 
learned President of Exchequer 
jority of the Supreme Court has con- 
curred in his finding, that the company’s 


return had accordance 


been made in 
with those principles. The contention in 
short is that annual income for income 
tax purposes is determined by accepted 
accountancy unless the Act 
otherwise provides, and that in the pres- 
ent case the learned President has found 
not only that Liro was an acceptable 


practice 


accounting method but that it was the 
most acceptable method and that the 
method adopted by the Minister was 
not a proper one. 


Ancient precedents used 


These contentions of the company 
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have been in their Lordships’ opinion 
rightly rejected by the minority of the 
Supreme Court (Kerwin C. J. and Estey 
J.). The income tax law of Canada as 
of the United Kingdom is built upon 
the foundations described by Lord Clyde 
C.I.R. 12 Tax 
Cases 813 in a passage cited by the Chief 


in Whimster and Co. v. 


Justice which may be here repeated. “In 
the first place, the profits of any par- 
ticular year or accounting period must 
be taken to consist of the difference be- 
tween the receipts from the trade or 
business during such year or accounting 
period and the expenditure laid out to 
earn those receipts. In the second place 
the account of profit and loss to be made 
up for the ascertaining that difference 
must be framed consistently with ordi- 
nary principles of commercial account- 
ing so far as applicable and in conform- 
ity with the rules of the Income Tax 
Act or of that Act as modified by the 
provisions and Schedules of the Acts 
regulating Excess Profits duty as the 
case may be. For example the ordinary 
principles of commercial accounting re- 
quire that in the profit and loss account 
of a merchant’s or manufacturer's busi- 
ness the values of the stock-in-trade at 
the beginning and at the end of the 
period covered by the account should 
be entered at cost or market price which- 


ever is the lower, although there is no- 


thing about this in the taxing  stat- 
utes.” For many years before and ever 
since this decision what is to be valued 


at the beginning and end of the account- 
ing period has for tax purposes been 
taken to be the actual stock so far as it 
can be ascertained. It is in fact, so far as 
tax law is concerned, a novel and even 
revolutionary proposal that the physical 
facts should even where they can wholly 
or partly be ascertained be disregarded 
for the purpose of the opening and clos- 
ing inventory and a theoretical assump- 
tion made which is based on a supposed 
“flow of cost” and an “unabsorbed resi- 
due of cost.” An expert witness called 
for the company observed that he did 
not imagine any of the company’s wit- 
that 
there was a quantity of metal then on 


nesses would claim for a minute 
hand acquired in the year 1936 equal to 
the quantity which was valued at the 
then cost. Yet there was no less than six 
and a half million pounds of copper in 
the 1947 closing inventory to which the 
1936 cost was ascribed. He might have 
added that year by year the same thing 
would happen so long as the business 
went on and existing stocks were not 





seriously diminished:. in 1987 as in 1947 
the closing inventory would carry stock 
to which 1936 costs would be ascribed. 
This illustrates clearly the Liro method 
and shows how far it has travelled from 
the conception which has prevailed in 
the assessment of income for taxation. 


Physical identity question 

It was strongly pressed by the re- 
spondent that in dealing with homogen- 
eous material the actual user test, if it 
could be applied by identification of 
parcels purchased at varying prices, 
would lead to capricious and _ illogical 
results. Assuming that this is so and that 
actual user should not in some cases be 
regarded as the final test, this does not 
in their Lordships’ opinion establish the 
case for Liro. It might be that in such 
casés, though their Lordships do not de- 
cide it, the average cost method could 
properly be adopted, for that method 
like the Firo method brings in to the 
account the cost of every purchase in its 
order. But the present case shows that 
under the Liro method, if the business 
continues and stock is carried forward, 
substantial purchases may never come 


into the profit account at all. 


Business v. tax accounting 


Their Lordships do not question that 
the Liro method or some variant of it 
may be appropriate for the corporate 
purposes of a trading company. Busi- 
ness men and their accountant advisers 
must have in mind not only the fiscal 
year with which alone the Minister is 
concerned. It may well be prudent for 
them to carry in their books stock valued 
at a figure which represents neither mar- 
cost but the 


ket value nor its actual 


lower cost at which similar stock was 
bought long ago. A hidden reserve is 
thus created which may be of use in 
future years. But the Income Tax Act 
is not in the year 1947 concerned with 
1948 or 1949: by that 


the company may have gone out of exis- 


the years time 


tence and its assets been distributed. 
Seventy years ago Lord Herschell said 
in Russell v. Town & County Bank (13 
A.C. 418 at p. 424) “the profit of a 
trade or business is the surplus by which 
the receipts from the trade or business 
exceed the expenditure necessary for the 
purpose of earning those receipts.” This 
is only one of many judicial observa- 
tions in which it is implicit that no as- 
sumption need be made unless the facts 
cannot be ascertained and then only to 


the extent to which they cannot be as- 
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certained. There is no room for theories 
as to flow of costs: nor is it legitimate to 
regard the closing inventory as an un- 
absorbed residue of cost rather than as 
a concrete stock of metals awaiting the 
day of process. It is in their Lordships’ 
opinion the failure to observe, or, per- 
haps it should be said, the deliberate 
disregard of, facts which can be ascer- 
tained and must have their proper 
weight ascribed to them, which vitiates 
the application of the Liro method to 
the present case. It is the same consid- 
eration which it clear that the 
evidence of expert witnesses, that the 


makes 


Liro method is a generally acceptable, 
and in this case the most appropriate, 
method of accountancy, is not conclu- 
sive of the question that the Court has 
to decide. That may be found as a fact 
by the Exchequer Court and affirmed by 
the Supreme Court. The question re- 
mains whether it conforms to the pre- 
scription of the Income Tax Act. As al- 
ready indicated, in their Lordships’ 
opinion it does not. 

The history of the adoption of the 


Liro method in 


Canada by the com- 
pany and presumably by other compa- 
nies is of some interest. The method 





TRICKY POINTS IN NEW LAW 
AuBREY C. Ross, 
Internal 


assistant district 


director of Revenue in a 
speech recently drew attention to 
these especially sticky small points 
in the new Code: 

*The five year gross income omis- 
275(c) 1939 


extended to six 


sion statute (Section 


Code) has been 
years, but the cost of goods sold 
may not be considered as a deduc- 
tion in arriving at gross income. 
Items disclosed by the return but 
not reported as income may not be 
counted as part of the 20% omis- 
sion. 

eIf a document, other than a re- 
turn, is mailed on or before the last 
day permitted by law or regulations 
for filing, it will be considered as 
timely filed. This would apply to a 
claim for refund. It would not apply 
to any tax return. 

*A penalty of 1% per month is 
provided for failure to make de- 
posits as required by law. This will 
come as a surprise to a few tax- 
payers who do not make deposits 
of withholding tax because the re- 
quirement heretofore had no penal- 
ty for non-compliance. 
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appears to have originated in the U.S.A. 
and there to have been adopted by an 
American corporation which was the 
parent of the respondent company some 
time before 1938. But it was only by an 
amendment of the existing revenue law 
that it was in that year permitted to 
be adopted for tax purposes. In 1939 
further amendments were made and the 
method is now permitted subject to 
statutory conditions which are summar- 
ized in the judgment of Mr. Justice 
Estey in the Supreme Court. The many 
differences which exist between the rev- 
enue laws of the U.S.A. and Canada do 
not permit too much weight to be given 
to the fact that it is sought to do in 
Canada without legislation what in the 
U.S.A. is only permissible with statutory 
safeguards. But it at least supports the 
view that new theories of accountancy 
though they may be accepted and put 
into practice by business men, do not 


finally 


income for tax purposes. Again, though 


determine a trading company’s 
their Lordships recognize that this ap- 
peal must be determined by reference 
to Canada law, they notice that in the 
U.S.A. in a 
“base stock’ method was under discus- 
Mr. 


which are apt to describe the Liro meth- 


case in which the so-called 


sion Justice Brandeis. used words 
od also. “In years of rising prices the 
base stock method causes an understate- 
ment of income: for it disregards the 
gains actually realized through liquida- 
tion of low price stock on a high price 
market Chis method may like many 
reserves which business men set up in 
their books for their own purposes serve 
to equalize the results of operations 
during a series of years . see Lucas 
v. Kansas City Structural Steel Co., 280 
U.S. S.C.R. 263 at p. 265. In this pas- 
sage the distinction is nicely made be- 
tween what is permitted for tax pur- 
poses and what prudent business men 
may think fit to do. 

So also in the United Kingdom, an 
attempt has been vainly made to uphold 
the base stock 


method for income tax 


purposes. In the recent case of Patrick 
v. Broadstone Mills Ltd. (1954 1 W.L.R. 
158) Lord Justice Singleton in words 
that are equally apt, if applied to the 
Liro method, declined 
stock 


income 


to accept the 


base method as 


conformable to 


tax law, though it might be 


approved by accountancy practice. 
Implications for future 

American readers may be interested in 
the opinion of Stuart D. Thom of the 


October 1956 


Hoskin & 
Tax 
Journal 8) that “It is premature to haz- 


Toronto law firm of Osler, 
Harcourt, (writing IV Canadian 


ard an opinion as to the use the govern- 
ment may make of this judicial curb on 
the application of accountancy prac- 
the of 
The litigation does not indicate any 


tices to determination income. 
new policy by the Tax Department. It 
has been increasingly apparent since the 
introduction of the rule of law under 
the new Act in 1948 that, if income tax 
law is built upon foundations of ac- 
countancy principles, they are to be 
kept well underground. The law is more 
and more to be found in the statute but 
some factors such as determining the 
cost of sales had, it was thought, been 
left for accounting treatment. Even in 
those matters it would now appear that 
accountancy approval is not enough. 
The paramouncy of law has been con- 
firmed and the use of any particular ac- 
method 


counting is governed by the 


judicial test of the truth of the income 
resulting therefrom. 

“The difficulty this presents for the 
future is that income for tax purposes 
is artificial to a high degree. True in- 
come tends to become income as deter- 
mined in the first instance by the taxing 
authority. It is not true in any absolute 
sense but only relatively to the taxpay- 
er’s own calculation and it remains true 
only until it is displaced by something 
truer. It is always open for Parliament 
to step in with statutory rules but until 
it does so accountancy principles pro- 
vide a more or less objective guide. Not 
even accountants would say that their 
rules or practices left nothing to be de- 
sired, but, where firm opinions could be 
expressed about them — as they could 
with regard to the relative functions of 
Firo and Liro — they were a necessary 
adjunct to the statute. The indetermin- 
ate position in which they are left by 
this decision is to be regretted.” w 


Sum-of-years digits method easier to apply 


with table of monthly decimal equivalents 


, Ke FINAL REGULATIONS relating to de- 
preciation as contained in Treasury 
Decision No. 2182 provide that under 
the sum of the years-digits method the 
annual allowances for depreciation may 
be computed by applying changing frac- 
tions to the unrecovered cost or other 
basis of the asset reduced by estimated 
salvage. Under this method the numer- 
ator of the fraction changes each year 
to a number which corresponds to the 
remaining useful life of the asset (in- 
cluding the year for which the allowance 
is being computed) and the denominator 
changes each year to a number which 
represents the sum of the digits cor- 
responding to the years of estimated re- 
maining useful life of the asset. 

The table provided in the regulations 
gives decimal equivalents for years of 
remaining life broken down by tenths 
of years. We at McKesson & Robbins, in 
applying this method to our particular 


by PETER G. DIRR 


situation, found it advantageous to 


create tables which provide decimal 
equivalents for the remaining life of the 
asset broken down by years and months. 

Believing that other subscribers might 
have use for this form of table we are 
pleased to print it below. The example 
given in the regulations for the use of 
decimal equivalents applies equally as 
well to this table as it does to the table 
contained in the regulations. This ex- 
ample is as follows: 

\ new asset with an estimated useful 
life of 10 years is purchased January 1, 
1954 for $6,000. 
value of $500, the depreciation allow- 
ance for 1954 is $1,000 ($5,500 x .1818, 
the table 
the unrecovered balance 


Assuming a_ salvage 


the applicable rate from be- 
low). For 1955 
$4,500 
is 9 years. The depreciation allowance 
for 1955 would then be $900 ($4,500 x 


.2000, the applicable rate from the table.) 


is then and the remaining life 





Inc., 147 E. 50 St., New York 22. 





ADDITIONAL COPIES OF THIS TABLE ARE AVAILABLE 


MANY TAX men and accounting departments will find the figures in the table 
on the opposite page of continuing usefulness in calculating their depreciation 
charges. The author has found that it saved a great deal of time and work in his 
company. Consequently, we have reprinted the table on heavy card stock, and will 
supply extra copies to readers for 50¢ each. Order from The Journal of Taxation, 
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TABLE OF MONTHLY DECIMAL EQUIVALENTS FOR USE WITH SUM-OF-THE-YEARS- 
he DIGITS METHOD BASED ON REMAINING LIFE BY YEARS & MONTHS 

















ses 

in- Yrs. Mos. Decimal Yrs. Mos. Decimal Yrs. Mos. Decimal Yrs. Mos. Decimal Yrs. Mos. Decimal Yrs. Mos. Decimal 
10 0 .0488 4 .0582 8 0723 20 0 -0952 4 .1394 8 .2597 
a 11 0489 3 .0584 7 i9 11 .0956 3 .1402 7 .2625 
ng 10 .0490 2 .0585 6 0727 10 .0960 2 .1411 6 .2653 
ite 9 .0491 1 .0587 5 .0729 9 .0963 1 .1420 5 .2683 
.0492 33 0 .0588 © 4 .0731 8 .0967 13 0 .1429 4 .2714 
ay- 7 0493 32 11 .0590 3 073 7 .0971 12 11 .1437 3 2747 
ule 6 .0494 10 .0591 2 .0736 6 .0975 10 -1445 2 -2782 
; 5 0495 9 0592 1 .0738 5 .0979 9 .1453 1 .2819 
ng 1 .0496 8 .0594 26 0 0741 4 0983 8 1462 6 0 2857 
‘nt 3 0497 7 0595 25 11 .0743 3 .0987 7 .147( 5 11 .2886 
itil 2 0498 6 -0597 10 .0745 2 0991 6 1479 10 2917 
1 .0499 5 .0598 9 0747 1 .0996 5 .1489 9 .2949 
ro 0 0500 { 0600 8 0750 19 0 .1000 4 1498 8 2982 
Not . 11 .0501 3 0601 7 0752 18 11 1004 3 1508 7 3018 
eit 10 .0502 2 0603 6 .0754 10 1008 2 .151°5 6 .B056 
9 .0503 1 .0604 5 O757 9 .1012 1 .1528 5 .B095 
de- 8 0504 32 0 0606 4 0759 8 .1016 12 0 .1538 4 8137 
be 7 0505 31 11 .0608 3 .0762 7 1021 11 11 1548 3 .3182 
ald 6 0506 10 .0609 2 .0764 6 .1025 10 .1557 2 .3229 
5 .0507 9 0611 1 .0767 5 .1029 9 -15#” 1 .3280 
of | 1 .0508 8 0612 25 0 0769 4.1034 8  .1577 5 0 .3833 
arv 3 .0509 7 0614 24 11 0772 3 1038 7 .1587 4 11 .3371 
2 0511 6 .0615 10 0774 2 .1043 6 .1597 10 .3412 
si 1 0512 5 0617 9 0776 1.1048 5.1608 9  .8455 
by : 0 0513 4 .0618 8 0779 18 0 1053 4 .1619 8 3500 
11 .0514 3 .0620 7 .0781 17 11 .1057 3 .1630 7 .3548 
10 .0515 2 .0622 6 .O784 10 .1062 2 .1642 6 00 
9 .0516 1 .0623 5 0787 9 .1066 1 -1654 5 8655 
j - ) 8 0517 31 0 .0625 4 .0789 8 1071 11 0 .1667 4 3714 
y 7 .0518 30 11 .0627 3 0792 7 1075 10 11 .1677 3 .3778 
. 6 .0519 10 .0628 2 0795 6 .1080 10 1688 2 3846 
5 .0521 9 .0630 1 0797 5 .1085 9 .1700 1 3920 
8 4 .0522 8 .0631 24 0 -0809 4 .1090 8 1711 A 0 .4000 
.0523 7 0633 23 11 -0803 3 .1095 7 1723 3 11 .4052 
2 .0524 6 -0635 10 0805 2 .1100 6 .1736 16 4107 
RR 1 0525 5 0636 9 0808 1 .1106 5 1748 9 .4167 
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Estimated sales price not proper in- 
ventory manufac- 
blocks, 
ported his inventory at the lower of 
The 


improper for him to value his work-in- 


value. Taxpayer, a 


turer of chromium-plated re- 


cost or market. Tax Court held it 
process and finished-goods inventory at 
an estimated uniform-sales price. The 
Commissioner’s use of actual cost was 
accepted where it was less than repro- 
ductive cost or market values. This court 


affirms. Ellstrom, CA-6, 6/14/56. 


Share in sales proceeds to non-owner is 
compensation, not capital gain. The 
court holds that the contract between 
the parties clearly stated that taxpayer 
was to have no interest in the logs in 
question and that he was only to be paid 
for his services. Hence, he is not en- 
titled to treat his income as being re- 
ceived from the disposal of such logs. 


Ellison, DC Wash., 3/16/56. 


Allocation of sales proceeds as between 
ordinary income and capital gain ac- 
cepted. Taxpayer sold a winery includ- 
The 


agreement did not allocate the purchase 


ing an inventory of wine. sales 
price between the winery assets (capital 
gains) and the wine inventory (ordinary 
income). But as the evidence showed re- 
peated oral statements, later embodied 
in a letter, that the parties intended to 
sell the inventory at OPA ceiling prices, 
and since both parties did in fact record 
the that 
fuses to disturb their 
TCM 1956-180. 


transaction way, the court re- 


allocation. Zerillo, 


Capital gain on sale of “oil payments” 


to refinery. [Non-acquiescence| ax- 


payer was a partner in the business of 
developing and operating oil leases. He 
assigned to the refining company which 
had been purchasing oil from them an 
“oil payment,” i.e., the right to collect 
$513,000 out of 60% of the partnership 
interest in every well in which they had 
an interest. It was expected this would 
pay out in about seven years. Actually 
it paid out in five years and full owner- 
ship reverted to taxpayers. The refinery 
paid $501,000 for the $513,000 payment 
right. Pointing out that the purpose of 
the deal was to raise money needed in 
the business, the court follows its pre- 
vious decisions that this type of assign- 
ment is a sale, and the gain is taxable as 


nting decisions this month 


October 1956 


capital. The conveyance of an oil pay 
ment is a transfer of the grantor’s in- 
terest in the oil in the place. Slagter, 24 
TC 935, non-acq. IRB 1956-33. 


Ordinary income on redemption of 
B & L shares. The shares which tax- 


payer purchased in a building and loan 
association were payable in monthly in- 
stallments of $125. In 1945, redemption 
value was $25,000, approximately $6,000 
more than her cost. The shares of the 
association required monthly dues of 
one dollar a share. When the total dues 
plus dividends” 
equaled $200, the share matured and the 


“previously-credited 


to the bearer. The 
court finds that the previously-credited 


$200 was available 


dividends, payable now, are ordinary 
income, not capital gain. Friedman, DC 
Pa., 7/17/56. 

Logging contractor had no property in- 
terest in timber; gain is ordinary. Tax- 
payer contracted to 
National 


cut timber in a 


Forest for a door company 
which had been granted a Forest Service 
contract. Taxpayer received the market 
price at delivery of the logs. However, 
the contract provided that title remained 
in the Forest Service until the timber 
felled paid for. The 


court holds that taxpayer’s economic in- 


had_ been and 
terest in the timber is not sufficient; the 
Code allows a capital gain treatment 
only if the logger has an interest in the 
nature of title in the timber. Ellison, 
DC Wash., 6/22/56. 


Error to impute interest in sales prices 
payable 
period. 


without interest over long 
Taxpayer-trusts sold certain 
notes and claimed capital gain. The 
Tax Court held that part of the pro- 
ceeds represented interest. This court 
disagrees. The notes were the proceeds 
of sale in 1917 of mineral lands owned 
by the corporation of which taxpayers 
On its the 
corporation recorded noninterest- 


bearing notes at a discounted value; it 


were stockholders. books, 


the 


distributed the notes (apparently not 
as dividends under circumstances 
requiring a carryover basis) to its stock- 
holders who recorded them at the dis- 


but 


counted value. Since a redemption of 
the notes would have resulted in ordin- 
ary income to the trusts, (the retire- 


ment not being capital because the notes 
were not in registered form or with in- 
terest coupons), the trustees sold them 
to a bank about ten days before matur- 
ity and reported the difference between 
the discounted value and sales price 
as capital gain. The Tax Court found 
that, although sale made to 


the was 


minimize taxes, it was bona fide; how- 
ever, it held that the gain realized was 
interest on the ground that part of the 
face amount of each note was originally 
intended upon issuance as interest and 
not as part of the purchase price. In 
Court of Appeals holds 


the 


reversing, the 
the 
amount of the 


that since notes totaled exact 
purchase price, the buyer 
was obligated to amount. It 


pay this 


cannot be said that a sale on a deferred- 
payment basis will always indicate that 
value 
of the notes and that the difference be- 
tween such value and face value is in- 


the real price is the discounted 


the 
land in valuing the notes should not 


cerest. The action of the seller of 
affect the actuality of the sales price. 
Besides, the buyer used the gross price 
as the basis for its depletion. The court 
points out that it is not saying that 
an alleged deferred purchase price can 
never represent disguised interest. 
One dissent: He would affirm the Tax 
Court in its decision. Under 1954 Code 
1232 
longer be in registered form or with in- 
terest coupons. Paine, CA-8, 7-10-56. 


Section corporate notes need no 


CAPITAL GAINS 
ON REAL ESTATE 


Jury finds that character of real-estate 
holdings changed from prior year. The 
court charged the jury that it had been 
judicially determined that the property 
in question had been held primarily for 
sale in a prior year. Accordingly, the 
burden was on taxpayers, real-estate 
brokers, to prove that the property had 
not been so held for the years in ques- 
the 


sidered were frequency of sales, adver- 


tion. Among factors to be con- 
tising, and keeping of books separate 
from other real-estate transactions. How- 
ever, a taxpayer might liquidate a capi- 
tal investment via frequent sales. The 
jury finds for taxpayers. Ryman, DC 
ia F/9IRE 

Fla., 7/2/56. 


Numerous realty sales result in ordin- 
ary income; installment method denied 
because records lacking. The Commis- 
sioner’s 


method 
is held fully justified as evidence of the 


use of the net-worth 
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correct income of taxpayer, a_ real- 


estate operator, who omitted earnings 


from sales of real estate. These sales 
were held to result in ordinary income 
rather than capital gain; taxpayer sold 
58 pieces of property in a seven-year 
period, and acquired additional prop- 
erty for the construction of homes. Since 
taxpayer's records were wholly inade- 
quate to show income under any account- 
ine method, he is denied use of the 
installment method for reporting such 
sales. Fraud penalties and the penalty 
underestimation of tax 


TCM 1956- 


for substantial 
are sustained. Anderson, 


178 


Loss on sale of farm is ordinary. The 
I held that 
of a farm could not be used as a capital 


x Court 


taxpayer's sale 


loss carryover, because the farm was 
real property used in the trade or busi- 
ness and not a capital asset. This court 
afhirms. Alexander, CA-6, 6/18/56. 


Ordinary income on sale of defense 
housing. The court finds that the ques- 
tion of whether dwellings built as de- 
fense housing were held primarily for 
sale to customers is a question of fact. 
The Tax Court’s holding for the Com- 
missioner is affirmed. Slatkin Builders, 


Inc., CA-6, 6/14/56. 


Ordinary income on sporadic sales of 
mined-out lands. ‘Taxpayers were equal 


partners engaged in the business of 


mining and selling sand and gravel. 


rhey sold a portion of their mined-out 
lands through an equally-owned develop- 
ment partnership they created. This 
partnership platted and subdivided the 
tract and improved some of the lots. 
The court holds all such sales of vacant 
and improved lots were of property held 
primarily for sale to customers in the 
ordinary course of business and were 
therefore not entitled to capital gain 
However, the sale of 


treatment. Taw 


mined-out land outside of the platted 


area, without any degree of frequency 
or continuity, was held entitled to 
capital gain treatment under Section 


117(j). Reithmeyer, 26 TC No. 100. 

No capital gain on sale of subdivided 
tract; incomplete return not a “return.” 
In 1941, taxpayer abandoned his original 
plan to locate a chemical plant on prop- 
erty he had purchased in the District of 
Columbia during 1936. He proceeded to 
make a series of additional purchases of 
undeveloped property in the immediate 





area to enhance the. desirability of the 
property already purchased. He then 
sought to make the property generally 
attractive for industrial purposes by 
grading streets and building railroad sid- 
ings. During 1947 and 1948, a substan- 
tial portion of the property was sold in 
six separate transactions. Although tax- 
payer did not advertise the property for 
sale, the court rules that the property 
was held primarily for sale to cus- 
tomers in the ordinary course of a busi- 
ness. The gains on the sales are there- 
fore taxable as ordinary income. Negli- 
gence penalties for failing to file a time- 
ly return are sustained. The only ex- 
planations presented on the face of an 
incomplete form was that taxable year 
was “a complicated year and as 
yet we do not know exactly what we 
owe.” Peebles, TCM 1956-160. 


No capital gain on settlement of in- 
fringement claim; interest was in royal- 
ties only and there was no sale. Vax- 
payer’s husband had owned 12% of a 
corporation licensed under  washing- 
machine patents. He turned in his stock 


for 12% of the royalties. The contract 


253 


Tax aspects of accounting ° 


right was transferred to taxpayer by 
gift in 1940, and she continued to re- 
ceive the payments called for by the 
contract. At issue was a large amount 
of back royalties received in settlement 
of several infringement suits. These pay- 
ments are held taxable as ordinary in- 
come because they were not the proceeds 
of a sale. Taxpayer had no patent to 
transfer; she had merely a contract right 
to the royalties. Scott, 26 TC No. 108. 


Commissioner won't allow capital gain 
on patents sold for production pay- 
ments. The 
Court transferred 


[Non-acquiescence] ‘Tax 
held that 


complete rights under a patent so that 


taxpayer 


the transaction was a sale, not a license. 
Following its opinion in Myers, 6 TC 
258, it held that the fact that the sales 
price was based on production did not 
prevent capital gains treatment. The 
Commissioner has non-acquiesced in 
Myers. [The 1954 Code specifically pro- 


vides for capital gains on sale of a 


patent whether or not payments are 
periodic or contingent on use. Ed.] 
Marco, 25 TC No. 68, non-acq. IRB 


1956-32. 


ACCOUNTING METHODS 


Sale complete for accrual purposes when 
substantial agreement executed. As the 
operator of a winery, taxpayer was on 
the accrual basis with a fiscal year end- 


ing March 31. He entered into a “mem- 


orandum of contract” on March 25, 1943 
providing for a sale of the winery on 
April 1, 
was contemplated, negotiated, or exe- 


1943. No other contract of sale 


cuted. However, taxpayer continued to 
operate the winery on the purchaser's 
behalf under his own license until Sep- 
tember 13, 1943 when the buyer ob- 


tained the necessary state license to 


operate the business. The court holds 
the sale was complete for purposes of an 
accrual basis in taxpayer's fiscal year 
ending March 31, 1942. Zerillo, ‘TCM 


1956-180. 


Can’t tax to corporation income not 
accrued at liquidation and actually paid 
to stockholders. As an accrual-basis tax- 
ending July 31, tax- 
payer had since 1913 acted as sole adver- 


payer with year 
tising solicitation agent for Michigan 
Bell Telephone Directories. When its 
contract expired October 31, 1948, it 
liquidated. The Commissioner included 
in the final three-month return the fees 
due it for telephone directories out- 





standing and to be issued. This inclu- 


sion, the court holds, was improper. 
Taxpayer received its fee monthly be- 
cause the telephone company collected 
the monthly charge to advertisers and 
remitted a portion to taxpayer. The tax- 
payer’s method of estimating total fees 
per directory and taking it into income 
monthly as the estimated life of the 
directory expired was proper. It could 
not be said taxpayer received income 
under a claim of right. The fees un- 
earned at liquidation were actually re- 
ceived over 18 months following liquida- 
tion. Telephone Directory Advertising 
Co., Ct. Cl., 7/12/56. 


Tax Court again OKs deferring interest 
income until all loan principal is col- 
lected. In another case involving a cash- 
basis, small-loan company, the Tax 
Court, citing its decision in O’Dell [5 
JTAX 


sioner 


142], holds that the Commis- 


cannot reconstruct income by 
treating as interest income a portion of 
all collections. The taxpayer was right 
in reporting all collections as principal 
loan was recovered. 


1956-184. 


until the entire 
Blackwell, TCM 


Cattle raiser bound by election of in- 
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ventory method. Taxpayer's 1950 return 
was on the cash basis; it made no men- 
tion of cattle operation. Returns for 
1951, ’2 and 


tions on an 


3 reported cattle opera- 
inventory basis. The court 
denies taxpayer's claim for refund based 
on recomputing these years on a cash 
basis. The return filed in 1951, first re- 
porting cattle operations, was a binding 
election, under the Regulations, to use 
inventory method, and taxpayer cannot 
change without permission. Kuhl, DC 


Wyo., 7/2/56. 
DEPRECIATION 


Lessee must depreciate over useful life 
not shorter 
affiliate. 


manufacturer, constructed a spray tower 


than term of lease with 


laxpayer-corporation, a soap 


plus heat-treating equipment, at a cost 


of more than $100,000, on premises 


leased by its predecessor partnership 
stock 


owned by the same two stockholders who 


from a corporation whose was 


owned taxpayer. It sought to depre- 


) 


ciate the construction over 25 months, 


the remaining life of the lease. Because 
of the close relationship between lessor 
and lessee, and the informal nature of 
the occupancy, the court holds that the 
tenancy was for an indefinite term and 
that taxpayer must depreciate the assets 
over the longer period of their remain- 
ing useful life. Of the $55,000 paid as 
rent to the related lessor, $19,000 is dis- 
allowed that 


rental paid for 214 years would more 


as unreasonable, because 
than recover the cost of all the lessor’s 
property. Soap Products Co., 


TCM 


Kamen 


1956-157. 


Ordinary treatment processes for clam 
and oyster shells defined. Some of the 
processes normally carried on by clam- 
and-oyster-shell producers who have an 
economic interest in the shells in place 


can be considered 


as “ordinary treat- 
ment processes” for percentage-deple- 
tion purposes. These are detachment, 


washing and loading into barges. Not in- 


cludible as an “ordinary treatment 


process” are transportation away from 
the point of extraction, stockpiling, stor- 
age in transit, and reshipment. Rev. Rul. 
56-346. 


Tenants in common not taxed as corpo- 
ration; depreciation denied upon failure 
to allocate total costs. A trust and 
other owners held title to a building in 
unequal undivided shares as tenants in 


common. It later acquited for $320,000 


October: 1956 


an additional one-fourth interest in the 
to and 


cumbrances. The building -was operated 


property subject liens en- 
through an exclusive agent appointed 
for a ten-year period. The court holds 
the enterprise was not an association 
taxable as a corporation; each member 
of the enterprise was entitled to his 
own cost basis, and his own deprecia- 
tion deduction. However, since the trust 
failed 


to which 


would permit an allocation of the pur- 


introduce evidence 
chase price between land and building, 
it is denied additional depreciation for 
any part of the $320,000 acquisition. 
Ostrow, TCM 1956-183. 


DEDUCTIBILITY 


IRS okays advertising in political pub- 
lications. The purchase of advertising 
space in the official program of a na- 
tional political convention constitutes 
deductible business expenses, provided 
the expenditures are reasonable in 
amount and bear a direct relation to the 
advertiser's business. Rev. Rul 56-343. 

Maintenance expenses for unused mine 
deductible. Because lack of funds pre- 
vented conducting mining operations on 
their Montana property, taxpayers leased 


part of the land for grazing, rented 


some of the dwellings, and sold some 
timber. Expenditures for the mainten- 
ance of ditches, fences, dwellings, and 
equipment are held deductible because 
they made for the 


were management, 


maintenance of the 


property. Davis, TCM 1956-166. 


conservation, or 


Memphis alcoholic-beverage and cig- 
arette taxes are deductible. The 
holic-beverage tax imposed by the City 


alco- 


of Memphis, Tennessee, is deductible 


by the consumer. However, the tax 
levied by Memphis on the sale of beer 
at wholesale is not deductible by the 


consumer because it is expressly levied 

on the wholesaler. Rev. Rul. 56-327. 
The tax imposed by Memphis on the 

retail purchase of cigarettes is also de- 


ductible by the consumer. Rev. Rul. 
56-328. 
Flood loss deductible when claim is 


settled (ten years after flood). Ten years 
after having sustained a loss caused by 
flood settled their 
claim against the County Flood Control 
District. The jury found that the com- 
pleted loss was sustained in the year of 


damage, taxpayers 


settlement. The court affirms the trial 


judge’s holding that it was a question of 
fact whether taxpayers exercised business 
care and prudence in delaying. Callan, 
CA-9, 6/30/56. 


on bond issued with 
stocks for property; didn’t prove dis- 
applied bonds. 
issued bonds and stock for properties 


No amortization 


count to ‘Taxpayer 
in a taxable exchange. The property 
had been appraised at less than the sum 
of the face amount of the bonds and 
the par of the stock. Conceding that the 
taxpayer would be entitled to amortize 
the for 


property, the court holds that taxpayer 


any discount on bonds issued 
failed to prove that the unquestioned 
discount was applicable to bonds rather 
than the stock. Ark-Mo Corp., 


DC Ark., 7/6/56. 


Powe) 


Corporation cannot accrue interest; it 
was assumed and paid by former stock- 
holders. All the 
payer-corporation sold their stock and 


stockholders of tax- 


agreed to hold the buyer and the tax- 


payer harmless from any liability not 


shown on the corporate books at the 
time of sale. Later, the selling stock- 
holders were required to pay, among, 
other items, interest on tax liabilities 
assessed against the corporation and not 
The 


such payments could not be deducted by 


shown on its books. court holds 


taxpayer as interest expense; it was a 
reduction of the selling price of the 


stock. Leward Cotton Mills, 26 
rC No. 110. 


Inc., 


No deduction for partnership sales tax 
paid by successor corporation. A corpo- 
ration which assumed the liabilities of 
a predecessor partnership paid a sales 
tax assessment imposed upon the part- 
nership. The payment of the tax is held 
to be part of the corporation’s capital 
investment in the assets acquired; as 
such, it is not deductible as an expense. 
Stone Motor Co., TCM 1956-179. 


Losses of corporation not available to 
officer. Taxpayer organized and direct- 
ly supervised a woolen mill. All of the 
common stock was given to his daughter 
while he retained the nonvoting pre- 
ferred. He advanced large sums to the 
corporation under an agreement that 
the advances were to be repaid from 
profits, and that he was to assume all 
losses of the business. The corporation 


sustained losses for the years in ques- 
tion. Taxpayer is denied deductions for 
the losses under both theories advanced: 
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that the losses were incurred in a trans- 
action entered into for profit; and, in 
the alternative, that the losses were in- 
curred in taxpayer’s trade or business. 
\s to the former, the court holds the 
arrangement was not bona fide. As to 
the latter, the court reasons that the 
taxpayer, having chosen the corporate 
form to carry on his mill, was bound 
by that election. Haas, TCM 1956-165. 


Buyer of property prior to lien date can 
deduct (old law). 
icquiescence|.When taxpayer acquired 


real-estate taxes 
property in Oregon in April 1949, real- 
estate taxes had been assessed but tax 
lien had not as yet attached. He later 
paid the tax and the court permits him 
to deduct it. The lien not having at- 
tached, he was not perfecting title. [Sec- 
tion 164 of the 1954 Code provides for 
apportionment of such taxes between 
buyer and seller. Ed.] Asthmanefrin Co., 


25 TC 1139, acq. IRB 1956-33. 


Satisfaction of fraud charges allowed 
benefit 


laxpaye 


though went to stockholders. 
incurred legal expense and 
made payment in settlement of a suit 
against it for having through conspiracy 
and fraud transferred the assets of an- 
other corporation to taxpayer's stock- 
holders and others. The Tax Court held 
settlement costs and fees were not de- 
ductible either as a loss or business ex- 


pense taxpayer derived no_ business 


fraudulent 


This court reverses; it agrees 


benefit whatever from the 
p! tcLIces. 
with the dissenting Tax Court judges 
that judgment had been entered against 
the taxpayer as a joint tortfeasor with 
the stockholders. ‘Taxpayer was forced 
to pay because it alone had assets. The 
expense was therefore necessary. Allow- 
ing it would not frustrate policy; the 
case is analogous to Heininger. Caldwell 


& Co., CA-6, 6/25/56. 


Must capitalize research in developing 
new product. [Acquiescence| Red Star 
Yeast was engaged for some time in re- 
search, study, and experimentation in 


1 effort to develop a process and tech- 
nique for the successful commercial 
manufacture of active dry yeast. It paid 
$50,000 in 1943 and 1944 to Best Yeast 
primarily for aid in research, to adopt 
the Best Yeast experience and know- 
how to producing dry yeast from Red 
Star’s products. The payments were held 
to be capital expenditures for research 
and experimental activity; there was no 


authority in either the 1939 Code or 


Regulations permitting their deduction 
as current business expenses. Red Star 
Yeast, 25 TC 321, acq. IRB 1956-29. 


Gambling losses can be offset against 
other Tax- 


payer won $9,000 in a gambling pool. 


winnings. [Acquiescence| 
Wagering losses of $2,400 sustained later 
in the same year on other pools were 
held a proper deduction from his gross 
income. The Tax Court allows the loss 
as a deduction from gross income. 
Drews, 25 TC No. 161, acq. IRB 1956- 


99. 


Half of $35,000 fee to 
allowed; balance was for service to stock- 
holders, etc. The 
allowed a $35,000 fee paid to an “ac- 


accountant 
Commissioner dis- 


countant and tax and business advisor.” 
This court allows half. It says that this 
was reasonable for services to the corpo- 
ration as distinguished from services to 
shareholders, or in connection with re- 
tirement of certain shares, or services 
as an employee of Ernst and Ernst. 


Pacific Mutual Door, DC Wash., 6/22/56. 


Corporation’s claimed business expenses 
disallowed in part; taxed to president. 
In considering numerous assignments of 
error in behalf of a cash-basis small-loan 
company and its controlling stockholder, 
the court holds: (1) a payment by the 
company of $1,400 to its president was 
deductible as a bona fide salary for 
services rendered; it was not part of the 
purchase price of the business acquired 
from the officer: (2) the company’s de- 
duction for depreciation, auto, insur- 
ance, rental and entertaining expenses 
were disallowed in part; the portion 
allocated to the personal use of the 
president was included in his income. 
Fraud penalties imposed on the corpo- 
ration and the officer were sustained. 
Blackwell, ‘TCM 1956-184. 


Oregon real property taxes accrue July 
1. Accordingly, for taxable years under 
the 1939 Code, only the property owners 
on July 1, the date lien’s attach, may 
deduct such taxes. Rev. Rul. 56-392. 


BAD DEBTS 


Loss on phony partnership not bad debt 
despite debt under state law. ‘Taxpayers 
gave money to another to create a 
limited partnership to engage in mining. 
When they learned that there was no 
business and no money, they claimed 


a bad-debt deduction. They argued that 
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under California law the failure to 
execute and file a Certificate of Limited 
Partnership and to comply with other 
state laws created a debtor-creditor re- 
lationship. This court, affirming the Tax 
Court, holds that no debt existed be- 
cause the recipient of the funds never 
had any obligation to repay. Further, 
the interpretation of the tax result of 
the transaction should be _ uniform 
throughout the nation and should not 
depend on state law. [It is not clear why 
taxpayer sought a bad-debt deduction 
rather than a loss, but the fact that the 
year claimed was 1949 while the pay- 
ments were in 1944 and 1946 suggests 
that the later year might have been 
open, perhaps under the seven-year 
statute for bad debts. Ed.| Thompson, 
CA-9, 6/22/56. 


BASIS QUESTIONS 


Basis unknown; use of zero by Com- 
missioner arbitrary; should find no gain, 
no loss. In the absence of proof of 
basis for stock acquired by gift, the Tax 
Court held that the Government was 
This 


zero was 


justifiédd in using a zero. basis. 
5 


court reverses. ] he use of 
arbitrary. Upon the sale of property 
acquired by gift, the Commissioner is 
required to determine the basis of 
the last preceding owner who did not 
acquire it by gift. The Commissioner 
did not do that; he cannot therefore 
find a gain. Moreover, this court would 
not say valuation is impossible here. 


Caldwell, CA-6, 6/25/56. 


Collections on previously-assessed bank 
stock not taxable. {Acquiescence| Tax- 
payers owned bank stock on which they 
had paid assessments in the thirties. In 
1946-8, they received 86% 
Tax Court held that the 


of the assess- 
ments. The 
transactions are to be regarded as one. 
The assessments were additional cost of 
the stock, and the refunds are return 
of capital. CA-6 has affirmed this deci- 
sion. Murphy Estate, 22 TC 242, acq. 
IRB 1956-33. 


Corporate notes paid off by estate of 
deceased officer have basis equal to pay- 
ments. Decedent’s company owed a bank 
$78,000 on four notes. When decedent, 
the president of the company, died, the 
bank demanded payment. The execu- 
tors of decedent’s estate who had avail- 
able funds for ultimate distribution to 
four residuary legatees paid the bank 
and acquired the original notes which 
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they later exchanged for substitute notes 
of the company and distributed to the 
legatees. The substitute notes were paid 
in full. The 
that the basis 


Commissioner’s theory 


of the substitute notes 
was zero is rejected as not being in 
the facts. The court holds 
the notes was $78,000, the 


to 


accord with 
the basis of 
amount paid obtain them. They 
were not valueless at acquisition as they 
were secured by decedent’s stock. Citi- 
zens Fidelity Bank & Trust Co., TCM 


1956-162. 


Jury sets 1913 value 


issue 


of real estate. At 
March 1, 1913 value 
eight parcels of real estate in Durham, 


was the of 
N. C. The total value placed on them 
by the taxpayer in her protest was $46,- 
000, of which $11,000 was placed on one 
property. The Government experts and 
taxpayer's experts at the trial agreed 
it was worth about $20,000. This value 
the jury accepts. As to the other four 
parcels, taxpayer had valued them in 
her protest at $35,000, her experts at the 
trial put it at $120,000, and the Govern- 
ment expert at $20,000. The jury gives 
them a value $43,000. Middleton 
Estate (Denny), DC N.C., 6/11/56. 


of 


Buyer’s basis is $2 cost, not seller’s $20,- 
000 basis on contribution to capital. 
For a nominal consideration of $2, tax- 
payer acquired the assets and facilities 
of two inactive water utilities and as- 
sumed their rights and obligations under 
certificates of convenience and necessity 


granted by the Public Service Commis- 


sion. Taxpayer entered the properties 
on its books at their adjusted basis 
(some $20,000) in the hands of the 


transferors for purposes of computing 
that the 
the adjusted basis 
and the $2 payment constituted a con- 


depreciation, on the theory 
difference between 
tribution to its capital. The court, how- 


ever, finds contribute to 
that the 


only depreciable basis which taxpayer 


no intent to 


taxpayer's capital; it rules 
had was the sum of $2 which it paid 
for the properties. Las Vegas Land & 


Water Co., 26 TC No. 109. 


Corporate payment to creditor of stock- 
holder to title in- 
creases, basis of property. Caldwell, on 
incorporation of taxpayer, conveyed real 


remove cloud on 


estate to it in return for stock which he 
transferred to family trusts. A judgment 
creditor of Caldwell sought to annul and 
rescind the fraud 


$50,000 


conveyance aS a on 


creditors. Taxpayer paid to 


October .1956 


Tax Court held 
that neither the money paid in settle- 
ment nor the involved could be 
added to the basis of the real estate. It 


settle the action. The 
costs 


said that the basis allowed in prior years 
already reflects the amount allowable if 
Caldwell’s conveyance had been valid. 
This court reverses. It agrees with the 
dissenting Tax Court judges who said 
that if there had been error in settling 
the basis in prior years (presumably the 
fair value of the shares issued), that can- 
not be corrected here. The amount paid 
did clear title and should be allowed as 
a cost. Caldwell & Co., CA-6, 6/25/56. 


No proof that basis of property ex- 
ceeded sales prices; loss denied. A loss 
$44,000 the land 
buildings by taxpayer-corporation to a 


of on sale of and 


retiring shareholder is disallowed. There 
kind to 


stantiate the claimed cost of the prop- 
erty. Stone Motor Co., TCM 1956-179. 


was no evidence of any sub- 


Cost of business purchased allowed on 
sale despite change of trademark. Tax- 
payer-corporation bought the right to 
manufacture and sell vitamins from its 
principal stockholder $78,000. It 
then adopted a different trademark and 


for 


sold the new one and the right to manu- 
facture products under it to a_ third 
person. Taxpayer claimed the $78,000 
as part of the basis for the sale to the 
third The Tax Court denied 
this because it was not shown that there 
was any purchased good will or other 


person. 


intangible sold. This court reverses. 
Taxpayer had bought a going business 
which had contracts with scientists and 
businessmen. This was what was sold. 
Nor should any part of the proceeds be 
treated as ordinary income on release 
from a burdensome contract. The con- 
tract was not burdensome to taxpayer. 


Vita Food Corp., CA-9, 8/7/56. 
WHAT IS INCOME 
No tax on income from restricted Indian 


lands. 
allotted 


Income directly derived from 
Indian lands 
while such lands are held by the U. S. 
as trustee under Section 5 of the Gen- 
eral Allotment Act of 1887 is exempt 


from tax. Rev. Rul. 56-342. 


and restricted 


“Annuity” of 5% of face of policy tax- 
able as interest. Taxpayer, the primary 
beneficiary of an insurance policy on 
the life her deceased husband, re- 
ceived a lifetime annuity of 5% of the 


of 


face amount of the policy. On her death, 
the secondary beneficiary was to receive 
such face amount. Taxpayer claimed 
that her annuity payments were exclud- 
able from income as amounts received 
under a life-insurance contract paid by 
reason of the death of the insured. The 
Commissioner contended that the pay- 
ments were taxable because the Code re- 
quires tax on interest payments on pro- 
ceeds held under an agreement to pay 
interest. The court holds that the pay- 
ments are taxable as interest because the 
secondary beneficiary was entitled to 
receive the entire face amount of the 
policy, undiminished by payments to tax- 


payer. Handelman, DC N.Y., 6/28/56. 


WHOSE INCOME IS IT 


Loss on notes induced by fraud allowed 
long after year of debtor’s bankruptcy. 
Taxpayer was the owner of ten notes of 
$1,000 1931 the 
debtor and due from one to ten years 
after date. In 1933, the debtor was ad- 
judicated bankrupt and was discharged 
in 


each executed in by 


1934. As the indebtedness arose out 
the debtor's fraud, the indebtedness 
survived the bankruptcy discharge. Noth- 
ing was paid on the notes, and in 1950 
taxpayer was given $500 by 
creditor to 


of 


another 
the 
notes. In 1951, taxpayer secured judg- 


induce him to sue on 
ment on six of the notes still open unde 
the statute of limitations. This judgment 
was affirmed by the appellate court in 
1952. The Tax Court refuses to allow 
1950; it holds that 
1950 to institute suit 
was a return of capital, not income. A 
nonbusiness bad-debt loss of $5,500 fox 


the six notes ($6,000 less $500 return of 


a debt loss for the 


$500 received in 


capital) was allowed in 1952. Alexander, 
26 TC No. 106. 


Income during period between contract 
date and sale date belongs to seller. 
Taxpayer was the assignee of a contract 
entered into May 12, 1949 for the pur- 
chase of a hotel at a flat price. The 
contract provided that the closing would 


be held one month later, at which 
time any net income earned between 
May 1, 1949 and June 15, 1949, subject 


to the customary closing adjustments, 
would be credited to the buyer. The 
Commissioner contended that taxpayer- 
buyer was taxable on this income be- 
cause it was the one who received it. 
The court holds otherwise; the greater 
bundle of rights including, title, pos- 
session, and the 


management 


substan- 
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tial burdens and benefits of the owner- 
ship of the property were all still pos- 
sessed by the seller at the time the in- 
come in question was earned. 2 Lexing- 
ton Ave. Corp., 26 TC No. 101. 
ittorney’s mortgage paid by client is 
income to attorney. The court concludes 
that payments by a client directly to his 
lawyer’s mortgage creditor were for legal 
services rendered and not as an_ in- 
vestment in a joint venture. Accordingly, 
the payments constitute taxable income 
to the lawyer. Davis, TCM 1956-166. 
with- 


drawn by officer is taxed as dividend. 


Corporate income fraudulently 
\ small-loan corporation followed the 
practice of making false entries on loan 
and 
$99 


loan, for example, it would actually pay 


transactions by reducing interest 


increasing loan principal. On a 
the lender $75 but on its books record a 
$80. The difference of $5, 


referred to as “pulled interest,” was ap- 


payme nt of 


propriated personally by the president. 
Upon repayment of the loan, $80 was 
charged to principal and the balance of 
S19 to interest. The court holds that as 
the corporation was a full participant 
in the transactions it could not claim 
an embezzlement loss for the “pulled in- 
terest’; such amounts were taxable as 
income to the corporation and as divi- 
officer. Blackwell, TCM 


dends to the 


1956-184. 
WHEN IS IT INCOME 


Fractional interest in oil and gas field 
has market value. Taxpayer received a 
fractional interest in an oil and gas field 
when the corporation of which he was a 
shareholder was liquidated. The field it- 
self was valued at about $500,000. ‘Tax- 
payer's share therein would be about 
The the 
determination 


sustains Com- 


that 


$20,000. court 


missioner’s even a 


fractional interest in the mineral lands 


has an ascertainable fair market value 
on liquidation. Lawrence, DC Wash., 


1/20/56 


Tax Court erred in holding subsequent 
collection proved second mortgages had 
value. Taxpayer was sued as transferee 
of his wholly-owned corporation which, 
in 1946 and 1947, sold houses under an 
FHA first mortgage. The corporation re- 
did 


include them in proceeds of sale of the 


tained second mortgages but not 


houses on the ground they had 


Che 


no 


value Commissioner valued them 


at 25% 
testimony that they were not salable, 
the 
sioner. It said that, though the notes 


of face value. Despite expert 


Tax Court sustained the Commis- 


were not immediately salable, they had 
real value as shown by subsequent col- 
lection. This court reverses. Taxpayer's 
evidence of no value at receipt was un- 
controverted and must be accepted. Sub- 
sequent collection of highly-speculative 
had 


paper does not prove it market 


value. Miller, CA-6, 8/3/56. 


Stock of an insolvent, going concern 
net worthless. The court refuses to per- 
mit taxpayer a capital loss deduction 
in 1950 for worthlessness of stock held 
still a 
going concern. The grocery corporation 


in a grocery chain which was 
continued normal operations to June 
1954 when it filed a petition in bank- 


ruptcy. Ryan, TCM 1956-169. 


Can determine reasonable compensation 
for otherwise-closed loss carryover year. 
1943 the 
Court held it had no jurisdiction to fix 


In determining taxes, Tax 
reasonable compensation for 1942 for 
the loss carryover from that year. This 
the 


holds it does, and remands 


issue. Vita Food Corp., CA-9, 8/7/56. 


court 
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CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and similar 
items. Rate per insertion: 40¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 147 East 50 St., 
New York 22. Replies should also be 
sent to this address. 











SITUATION WANTED 
rAX ATTORNEY-—over 10 years’ extensive 
practical experience in federal, state, and 
local corporate taxation; administration, 
planning, and litigation. Internal Revenue, 
public accounting, and law firm background. 
Interested in associating with a law firm or 
corporation. Location immaterial. Box 103. 


HELP WANTED 


Tax Accountant—National Public Account- 
ing Firm has an opening in its New York 
office for a man under age 35. In addition tc 
being personable he must have a sound 
knowledge of accounting and federal income 
taxes. Actual tax experience with the In- 
ternal Revenue Service, a corporation, or 
a public accounting firm will be helpful but 
not necessary. The man selected must not 
only be able to prepare and review tax re- 
turns, but also to research problems. Start- 
ing salary will be commensurate with ex 
perience and further promotions will occur 
just as rapidly as the man proves his ability 
Box 90 
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ANNOUNCING THE PUBLICATION OF 
PRACTITIONER’S GUIDE No. 2: 


Hveryday tax planning 


to increase the family’s 


spendable income’ 


A USEFUL HANDBOOK FOR LAWYERS, ACCOUNTANTS AND BUSINESSMEN 





This new handbook helps you deal effectively with your most com- 


mon tax problem — how to plan so more money will be left to spend INCLUDED are tax-saving 


; ee Pee ee . 3 h X a . 
after taxes are paid. It gives you a current report on how to apply the ideas in the following areas: 
law, new court decisions, and the best thinking of experienced tax men 


to the money problems of the family. Don’t confuse this with “estate Gifts to minors 
planning” . . . here we are concerned with LIFETIME PLANNING ... Inter-family debts 
how to arrange money, investments, insurance, real estate — corporations, Charitable contributions 





family partnerships, trusts, gifts to minors . . . so there will be more | Private foundations 
spendable income left after taxes. Short-term trusts 


Joint tenancy 
“Everyday Tax Planning . . .” contains summaries of all important | Divorce arrangements 
court decisions and Revenue Rulings of the year on this subject, plus | Variable annuities 
analytical material interpreting these new developments. All this material Use of E Bonds 
is taken from recent issues of The Journal of Taxation — which assures | Life insurance 
you of practical, authoritative treatment. Of special value are tax plan- | Drafting techniques 
ning techniques now made possible by the new Code. These are outlined | . . . and others 





fully. 160 pages—plus cover, page size 6 x 9 inches, price $2.95. 
wp USE > FOR TO ORDER 
WHAT THE PRACTITIONER’S GUIDES ARE... 


Se Seccnal of Taxation, lac. 147 €. 50 St, Mow York 22 7 Each of the Practitioner's Guides is a concise handbook containing all the sig- 
nificant material on a particular subject which has been published in THE JouRNAL OF 
TAXATION during the past year. Each Guide includes interpretative articles, summaries 
of current court decisions and Revenue Rulings affecting that subject, plus comment 
by Tue Journat’s editors. The purpose is to bring together in a handy, low-cost hand- 
pee copies of How to Organize the Close book all a practitioner needs to orient himself on the current picture of that subject. 
Corporation to Minimize Taxes Under the 1954 Code, at $2 It is intended to eliminate hours of searching, looking up, gathering together from 
De & aiden 6 [Add 3% sales tax in NYC] diverse sources, the material needed to get the current picture. 








Please send me copies of Everyday Tax Planning 
to Increase the Family's Spendable Income, at $2.95 each. 


The Guides vary in size from 16 to 160 pages (6 x 9 inches) ; paper cover. The price 
varies from 50¢ to $3. 
Editor.of The Practitioner’s Guide series is Eleanor McCormick, LL.B., CPA, tech- 


company nical editor of THE JOURNAL OF TAXATION. In addition each guide will be specially 
edited by the department editor of THE JouRNAL concerned with that subject. 


perest STILL AVAILABLE: Practitioner's Guide No. 1 “How to Organize the Close 


Corporation to Minimize Taxes Under the 1954 Code” is still available. 72 pages, $2 per 
copy. It may be ordered with the coupon at the left. 
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